w \||||VlIIM\Illllln!llll\lllllW!Iil\?\\ll\llll

07047367

f'?l_&z]” onjCar
2008 Anmugl




Creatinga |
sustainable growth
advantage '

To Qur Sharehalders:

We live in extraordinary times. Global economies are booming,
creating unprecedented opportunltles for growth. But, as '
newspaper headlines remind us every day, that’s also putting;
pressure on the waorld's resources. Cdmpanies everywhere !
must answer the same difficult question: How can we sustain
our growth, both profitably and responsibly?

While the challenge is enormous, the|oppertunity may be |
even mare 50. Companies that masier sustainability—and
leverage it as a competitive advantage—will emerge as the
leaders in the coming decade. At Eaton', we call that opportunity
"The Power to Make a Difference.” V\je‘ve dedicated this
annual report to that theme and | encourage you to read the
business stories following this letter to 'see how our employees
are making a difference for customers all over the world. !

t
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Eaton’s commitment to sustainability i is longstanding. This
year—thanks to a new internal systern that enables us to
measure those efforts consistently across our organization—
we are able to share our progress with you by publishing our .
first sustainability report, contained wnhm Over time, we
will strive to achieve continuous |mprovement across these
measures, while maintaining our commltment to delivering
superior financial resuits. |

Surpassing Our Goals, Setting New Records

During 2006, we continued to extend that track record, out-
performing our markets to deliver our S|xth straight year of
record results:

» QOur sales surpassed $12 billion for the first time in our hlstory '
growing by 12 percent and reaching $12 4 billion.

+ For the sixth consecutive year, our revenue growth outpaced '
© the growth in our end markets—Dby $125 million in 2006.

|
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. We completed or announced eight acquisitions dunng the
year—pnmarlly in our Electrical and Fiuid Power businesses.

» We increased earnings per share by 19 percent to a record $6.22.

. We generated an all-time record $1.4 billion in cash from
operatlons an incréase of 26 percent.

. We lncreased our dividend twice during the year —
a cum‘ulatlve increase of 26 percent.

I
« We repurchased $386 million of our stock.

|
. And we delivered a record 23 percent return on shareholders’

equny again placing our return at the top of diversified
industrial companies,

Thls performance isn’t the by-product of a one-year splke or
market anomaly. It is the result of years of effective work and
dedication to delivering product and service lnnovatlons that
dlfferentlate Eaton in the marketplace and enable us to play
an expandlng role in our custo'mers businesses. Deepenlng
these relatlonshlps continues to be one of our most |mportant
oppcntunltles for growth.

|
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Building on Dur Te chnologlcal Strengths |

Eaton's technologylmakes a powerful difference for our cus- :

tomers. We have invested aggressrvely over the past several
years to advance our technrcal vltalrty both through internal
development and aCQUlSltIOF-IS Hrgher fuel prices, increased
energy cost volcrtrlrty and, yes, even rising concerns about
energy supplies are driving clemand for our advanced solutions
in both developed and developrng nations.

!

|
For example, Ecrton s PowerChaln Management™ solutions— ‘
including new, more efflcrent uninterruptible power supply
equipment and Ieadrng energy—usage diagnostics capabilities
—are helping customers reduce their electrical power use and
ensure they have continuous access to quality electric power.

During 2006, we expanded cur Electrical business’ capabilities
through a number of |mportant moves This included three key
acquisitions: Mcrnna Power & nghttng to extend our reach into
the fast-growing recreationz| marine and temporary housing

markets; Senyuan IlnternathnallHoldrngs Ltd. to capitalize on

booming Chinese electrical utility and infrastructure markets;

and Schredar-Hazemeyer St‘\ to deepen our participation in !
the Benelux (Belglum Netherlande and Luxembourg) markets |
of Europe Addltlonally, we completed our acquisition of i
Power Products Ltd. in February 2007, bolstering our service ]

capabilities in the Czech Republlc

i
In our Fluid Power busrnesF we are developing hydraulics "
systems that deliver greater preC|S|0n power and efiiciency,
"and advancing the commercrallzatlon of hydraulic hybrid ;
powertrains to reduce fuel Iconsumptron and emissions in ;
commercial vehlcles In aerospace, we are completing mission- !
critical system development for multiple platforms such as the
new F-35 Joint Strike Frghter Boerng 787, Airbus A380 and f
the Embraer Very|Light Jetl Inlflltratron we are introducing
new filtration media that improve both the efficiency and
Iongevrty of our products

|

i
During 2006, we aCQurred >ynf'|ex adding new thermoplastic ,
fluid convevance capabrlrttes to our hydraulics portfolio and
mcreasmg our partrcrpatlon in the fast-growing oil and gas }
exploration fields! We also 'acqmred Ronningen-Petter to
expand our grcwrng frltratlon busrness particularly in petro- f
chemical markets Our acqursmon of Argo-Tech, which we
expect to close i |n the first quarter of 2007, will broaden our ]
leading position |n aircraft fuellsy°tems i

Higher fuel pnces and tougher emissions regulations are
increasing dernand for our automated truck transmissions and |
industryJeading diesel electrlc hybrid powertrains for commer-
cial vehicles. During 2008, Iwe|acqurred the diesel assets of !
Catalytica Znergy Systems lnc to help us advance the develop- !
ment of a news aftertreatment technology that will add to our ,
portiolio of solutions for dlesel -engine users. Fuel and environ-

- mental concerns have also accelerated the adoption of our |
Automotive busrness |ndustry leading engine air management:
solutions, and new safety regulatlons are boosting interest in
Eaton s ve hicle trlactron control technologies.

|
Anticipating Market Shifts to Maintain Growth

I

l

I

In late 2005, we correctly antrcrpated that the North American :

economy would slow dunng the second half of 2006. Taking |
this into account we put in place Excel 07, a comprehensive

program of resizing our reisources to ensure our ability to per-,

* form effestively and efficintly. As a result, Eaton enters 2007 |

. | :'
| | |

1 well positioned to take fu

! Truck business.

| advantage of the opportunities
that lie ahead, while deahng wrth an expected slowdown in
NAFTA heavy-duty truck prcductron which will impact our

In addition, we've |mproved our business and geographic bal-
ance. We have never been better positioned to take advantage
of each of the elements of thelbusiness cycle. In particular,
our increased exposure to the commercral construction and
aerospace markets has en!arged the percentage of our busi-
nesses that tends to accelerate during the middle and late
portions of an £CONOMIC c'ycle Furthermore we now generate
42 percent of our sales outsldal of the U.S., giving us greater
balance should its economy weaken.

As a result of these a‘nd other actrons, we are confident
about our growth potential, and remain firmly committed to
our 2010 goals: |

+ 10 percent compound growth in revenues,
- 15 percent compound growt in earnings per share,
+ Free cash flow of 9 percent of annual sales,

« And 15 percent return c')n invested capital.

i |
It's Qur People Who Malte the Ditference

There is no more fundamental challenge and accountability

for each of us as |nd|vrduals—'and for the organizations we
represent—than to "make a qlfference At Eaton, we feel

this same challenge, :accountability and opportunity every day. -
It's part of what makes Eaton such a special enterprise: We
are a values-based organrzatron We live our velues, and we
sincerely believe that they wil| continue to propel us forward.

We remain confldent in our ablllty to reach even higher levels
of performance by focusmg the capabilities of our 60,000
associates worldwide through the Eaton Business System,
creating The Power of One Eaton It's through that power that
we will continue to make a drfference for our customers, our
employees, our supplrers the communities in which we live
and, of course, our shareholders

On behalf of our entire Eator tearn, thank you for your

continued support. :
(¥,

A it W1

Alexander M. Cutler,
Chairman and Chief Executiv




The world i |s growmg And soare its energy,
transportatlon and mirastructure demands.
It's causmg a stram—on power grids, i
petroleum supplles,,the environment and
the pocketbooks of global businesses and
everyday consumers: Eaton is at the fore-
front of developing n'nllovatlve solutions to
help our customers grow more efficiently
and respon5|bly Thalts not |ust good news
for the world we thlnk it's a tremendous !
opportunltyfor our busmess

I

; f,
‘ |||-|m P .,,... »

! : l’ FFI i VRS ': -t;
Hl 1| [




..! L3 r

lt!nul.u

= T

Y

7~
5 =

‘\’l"\"i'\' ’

-3

a &_1;_m__. S i_______bn.[.n“,www.r.r-:
)| .
T

R

T

_ __l_lb_lln,.,.

(2. -

T

T
A
o

e

o






Duringl20068theseleffortslincludedlintroducing »#
mewlelectronicimonitoringlsystemsithat enable
‘companiesitoltracklhowlefficiently their po{Ner |
Isystemslareloperatingjandjtolpredict and pirevent i

(poweriquality/problems; could cause eqt':ipment
malfunctlonsfallures We also expanded |

rarciflash) managementprogram ta address !
owmg safety[concerns and regulations.

‘ \
! [ i
:atlon and confront rising |
ergyjcosts’ Eato conducts comprehensive on- -site
I POWE prate ' ] ' t studies and provides a grow-!
dloperationsaThat [}me? B Fande %r solutions —including |
: % : [ percentlini2006) 't tr@ 2=?rlgfwactlor correction ecI|U|p-
(10

nynearlyj h @Z‘It‘ sy \‘ f§ eque%{j(drwesandhlgh efhclencvi
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: E,E g(?@jm]mgﬁi) W%also ;}(sﬁi&\&innc‘)vat?ve alternative energy |
; anagementiplatform, solutio:?s\'During 2006, for example, we teamed J
managinglpowersystems up with Altergy Syst?a#us to develop and market |
easeelectricalleffid ' reliable, mtegrert'ed fuel celllpower system's for
&mﬂﬁ@(ﬂm i __telecommumcatlons arlld o!'l(her demanding

appllcatrons
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JWe've also been se

easrer for our

dnoxrde emlssllons by up to’ 40|percent We' re also“ |

developlng Hyldraullc Launchi Asislst " (HLA®), |sy‘stems alll_

whrch conserve fuel and reduce mamtenance costs],
.

in commercnal vehlcles that'do a lot of startlng and -4

! [l i

stopping, such as refuse trucks and transit buse

We acquired Catalytlca Energy Systems in October '
to help our Truck te%n iaccellerate the development
of new emlssmns control systems that erI make it
I, 1
customers to[|meet tzough new U- S’
lenvironmental regulatlons beglnnmglmlz

In“’cljur Automotlve business; Eaton s valve
..L_d cylinder deactwatron tlech?nolog:
T conserve fuel wrthout compro '
ihelpmg us to: expand our relat;l'
automakers such as T0yota and: Hyundar and wm
new business from Chery Automoblle in Chlna

lected by Ford to provude
advanced a|r|de|wery compressors toits Fr;eedo
| CAR and Fuel Partnershlp fuel cell demonstrat
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\Eaton is helplng the world buuldmand rebuild— N
b

v its mfrastructdtre f\or a new century of growth. U

. Through our Hydrauhcs operatlons we provide the

power and control needed to drl\ire equipment

u\sed in a broad rfange of appllcatlons—from road .

\ " and building construction to steelmakmg 3

Increasmgly, customers Iook to usfor custom solu-
tions. Workrng with oil drlllllng companles after a
Hurricane Katnna for example we developed anti-
corrosion hydraulnc cyllnders 'that enable masswe

waves and currents whlle drllllng dt?eper to supply
growmg demands Eaton also played a vital' role in
refu\rblshlng and replacing electrlcal systems after
the catastrophlic storm, helpmg to restore power to
many Gulf Coast businesses, governme‘nt agencies
and crucial seru'rvlces i

Among our strengths Eatonisa Ieadmg pro-

vider of hydraullc solutlons for locks, dams and
hvdropo‘mer projects, helpmg to stimulate eco-
nomic growth and improve; the quality of tife in

12

|
|
|

n

deveIOpmg countrles We re als
clistomers o advance renewable energy;rgsources

LI
* a A
o'w rklnéﬂw}lth

]Jlncludr‘ng wind power svstems and new technolo-

L
< gies de|5|gned to’ generate electrical power from
ocean waves, '

- Eaton s Electrical biusmess is also participating

in thet global mfrastructure boom, applying our
‘produickts and expertlse to major public and prlvate
pro;ects around the world. During 2006, we com-
pleted the acqwsntlon of Senyuan International, ‘ofie
mf Cl'utna s Iargestjelectrlcal component suppliers,
to expand our capabllltles in the country as it
mvests to prepare for the 2008 Olympics and
'World Expo 2010. |

‘We're making it easier for customers to grow in
Chlna! too. For exa‘mple we helped INVISTA, a
Ieadln‘g\flber and polymer producer, increase its
presence in the fast-growing region by engineering
‘and delwerlng complete electrical systems for one
of its ne'w plants greatly reducing the time, cost
and rlsk of. constructlon
b
e |
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| Going Beyond Compllance

While this is Eaton’s first public sustalnabtlrty report
we have been a dedicated proponent of envrronmental
health and safety (EHS) excellence t;or many years.

In 1998, we became one of the first drversrfled industrial
companies 1o pursue 1SO 14001 certlflcatlon—an'
international environmental management standard—at
our manufacturing sites worldwide. (We achieved the goal|
within two years and continue to apply that standard across
all of our businesses. A growing nur'nber of our facilities
have also earned OHSAS 18001 certrfrcatron for superior
waorkplace health and safety management systems

to go beyond merely complying wrth regulations; we are
making EHS a part of our culture. We strive to become
recognized as a global leader in protectang both the envrron!
ment and our people by focusing on four key initiatives: |

During 2008, we continued to raise the bar. Our goal is I
i

+ Continuously improving our EHS performance wo'rldwidei.

« Increasing the transparency of our efforts by redorting’
key data publicly.

+ QOperating sustainable businesses.

« Transforming EHS into a value-added process'for all
stakeholders. R

Integrating Our Global Programs

To help drive these initiatives, we Iaunched anew Global ‘
Management System of Envrronment Safety, Securrty
and Health (MESH) in August 2005. MESH brings The
Power of One Eaton to our EHS efforts consohdatrng all

: i

TENT Y|

WEIST MEETS EAST. Eatun is I‘telpmg to define the standard
for snclally responsible gruwth in China. For example our new
plalnt in I.hmng City, Shandong Province, includes a world-
class mdustrlal wastewater and sewage treatment faclllw
and nun}erous energy conservation features to mlmnuze our
enwrunmenta! impact on the fast-growmg region. anal
guvernment officials have smgled out the plant as a model for
enwronmentally conscious development. :

i
!
l
i
Pl
i ,
I
|

of céur exrstrng programs into one unified, integrated
management system.

As a result, all of our facilities across the globe are now
workrng toward consistent EHS goals and applyrng the
same metrrcs We can |den|trfy and share best pr:actlces
across our organization more easily. The program has
also elrmrnated waste and dUp|IC8tI0n of effort, saving

tlme and maoney.

Most |mportantly we've made MESH part ofthe Eaton
Busrness System, elevatmg EHS from an |solated activity
Wlthrn the company to a responsrbrllty that our 60 000
employees share. Begrnnrng in 2007, MESH standards
wrll|become a key annual performance measure for all of
our: facrlrtres and-one of the assessment criteria for

|
achrevrng Eaton Business Excellence certification.
l f

Colfabnraﬂng with Government Agencies, Customers and Suppliers

Eaton partrcrpates in a number of voluntary government
programs including the EPAs Performance Track which
recognrzes top envrronmental performance, and ‘OSHA s
Voluntary Protection Program (VPP) for exemplary work-
place safety Sevaral of our facrlrtles have earned VPP's
“Star” status the program 's highest level of recognrtron
Eaton |sialso a partnerin the‘EPAs ENERGY STAR® pragram,
whrch promotes superior energy efficiency.

- | .
In 2006 Eaton joined the Grleen Suppliers Network, a
publlc—prlvate partnership with the EPAand U.S. Depart-

ment of.Commerce through which we help smaII and
medrum sized companies who supply our busrnesses to

|
develop| fean and clean” manufacturing processes
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We're also collaborating with customers to become moare
efficient and sustainable ['links” in their global supply chains!

We apply this slame coo'peratwe spirit around the globe.

- In Mexico, fcrexampie -aton is working with government
agencies to help protec1 the local environment and con- ;
serve natural resources! includlng water, energy and fuel
As aresullt, two of our plants have earned the country’s
prestigious lndustna L|rnp|a (Clean Industries) certification
for outstandlng envuronmental performance.

Benchmarkiny Oﬁr EHS Performance

Many of Eaton’ s |nd|V|duaI facmtles have had a long

track record of EHS excellence But we lacked a unifarm |
process for r*omplllng data to evaluate our company's
overall performance Our new MESH system changes alI
of that, enabllng usto publlsh benchmark data for several '
key metrics (see charts throughout) and discuss our '
specific programs fori |mprowng performance in each of
these arcas over time.

The infor mation presented includes both actual measure:
ments and reasonable eng:neerlng estimates and calcula-
tions, basec on accepted methods Therefore, some
margin of error is presumed We will update our EHS per-
formance data annuallyI in future sustainability reports.

Energy Ef_flcle:ncy

Eaton is commltted to energy efficiency and conservation;
aswell as to deS|gn|ng prolducts that enhance our cus-
tomers’ enwronmental performance (see “Transforming:
Green Products...” on page 19). As a member of the

Business Roundtableis Climate RESOLVE initiative, we
have pledged to reduce our greenhouse gas (GHG) emis-
sions intensity by 18 percent {adjusted for sales) by 2012.

Virtually alt of Eaton's GHG emrssuons are generated from
electricity and natural gas consumptlon {see charts
above). We are pursuing a|wide range of initiatives to
improve our energy efflcrency and reduce our GHG
impact on the environment. These include capital
improvements 1o our facmtles—such as lighting and air-
handling system enhancements—and comprehensive
conservation programs Notably, one of these programs
helped us to reduce energy consumption by 40 percent at
our truck transm;ssron plantin San Luis Potosi, Mexico.

Consistent with our MES |n|t|atwe we currently track
electrical and natural gas usage at a majority of our manu-
facturing facilities worldwllde Using our 2006 data, we
aim to reduce our GHG mtensrty in 2007 by 3 percent,
adjusted for sales., \Ne pla ) t0 report our progress against
this goal in future sustalnablllty reports. Additionally, we
will continue to partlcupate in the international Carbon
Disclosure Project (CDP) Which we joined in 2008,

FOOTNOTE TO CHARTS (Al chml'ts reflect 2006 data)

Enorgy Consumptlon Data reported representa majority of Eaton’s energy consumption at
manufacturing plants worldwide. 0f the sntES reporting, 11% were located in Asia/Pacific;
18% in Europe, the Middle Eastand Africa; :{15% in Latin America; and 56% in North America.
Emissian rates are generated usmg Warld Resousces Institute (WR1) recommended CO, con;
varsion factars, which account for the var}atlons by region. These conversion factors are
based on typical energy generation methads, such as thase using fossil fuels or other means
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and employ programs to conserve reuse and effectively

Waste Management : |

Eaton aims to minimize and effectlvely manage waste
throughout our operations. This not only benefits the
environment—by reducing materialluse, scrap, en'ergy |
and water—it also helps us to control costs, enhancmg
our competitive advantage. We are focused on two
primary goals: 1) continuously reducung the amount of
waste we generate; and 2) ensuring that the wasté we |
do generate is reused, recycled or disposed of in a
safe and environmentally sound man;ner y

To strengthen these efforts in 2006, we integrated EHS
criteria into our existing Eaton Lean Slx Sigma program |
helping us to create more "green’ manufactunng
processes. Through our participation |n the Green Suppllers
Network (see ’ Collaboratlng with Government Agencres .
on page 16}, we're also working with our suppliers to |
improve their processes and ellmlnate waste throughout :
our supply chain,

Eaton has defined specific requwemelnts for domestlc ‘
waste disposal, and we conduct comprehensuve audlts to
help ensure that operations use best management dlsposal i
practices and approved facilities. l '

Water Conservation | ]

While Eaton does not consume as much water as compa- |
nies in other industries, we recogmzeI its importance to !
many of the communities in which we operate. For that

reason, we measure and monitor our water use carefully

l

treat water to minimize our |mpact

To date rlnost of our efforts have been directed by our
local plants In Mexico, for example one of our faculltles
uses its treated wastewater for on-site irrigation and
another facmty reuses its treated wastewater as non-
potable water in the plant’'s restrooms We also aum to
reduce V\.ifater usage and waste through employee

education and Eaton’s Lean Engmeenng initiatives.

We reqmre our manufacturlng facilities to adequately
treat lndustrlal wastewater pnor to discharge to the envi-
ronment, Many of these 5|tes have extensive on- S|te
industrial, ‘wastewater treatment systems. Out5|de of the
U.S. and Europe a number also have on- srte sanltary

wastewater treatment systems.

Employee Health and Safety

Through our global MESH mmatwe Eaton contlnues to
improve part1C|pat|on |n—and the performance of—
employee health, safety and securlty programs worldwide.

During 2006 we met our Days Away Case Rate goal
{1.0 versus a target of 1.0) and|TotaI Recordable Case Rate

goal {2.66 lversus atargeiof 2. §9) improving our measured

l pen‘ormance over the prior year by 16 percent and 14

percent respectlvely (See footnote at right for definitions.}

Wh||e weare proud of this performance our goals are
t much hlgher By 2010, we atm to achieve a Days Away
' Case Rate of 0.2 and a Total Recordable Case Rate of 1.0,
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Health and Safety Performance Hatefs

I
We continue: to work wrth our operations to produce :
consistent and accurate workplace safety data, taking
into account different reportlng standards and regulatory ,
requnrements around the world. !

40 ! 1 | .
350 ‘ i
£ am | ’ |
e ) 206
.—:; P r ‘ 2.69 TRCR Goal :
E 00 1.8'01 176 !
8w i -Hur i
2 mp-ow ‘ ' 08— "% 1,00 DACR Goal
- .59 :
ool i I |
k |
Asia/ Europe, Laiin Horth Eaton !
Pacific  MiddleEast, America [ America  Total !
Airica l }
O Toal Remrdahle Case Rate [3|Days Away Case Rate ,
(TRCR} I (DACR} '
! 1
I 1
]
]

;
Putting It All Tugether In Seiarcy ;

Eaton peaple worldwrde ha\lfe embraced our commitment
to EHS excetlence as demonstrated by our valve manufac-,
turing plentin Searcy, Arkansas Over the past two years, |
the fadility has shrunk its generated waste by 70 percent i
and reduced recordable‘workplace injuries by more than !
b0 percent through mnovatrve in-plant education programs.
In late 2006, the plant surpassud one million work hours |
without a days-away- Sfram-work i injury.

! . .
These efforts are not only making a big difference in the ,
workplace and envaronment they are creating economic
value, too, contributing more than $150,000 in direct ‘

savings 1o this facility. f
!

|

FOOTNOTES TD CHARTS {All charts ruilecl 2006 data}

Waste Generaticn Data reported reuresanl a majority of Eaton’s waste generauon at manu

facturing plamswc ridwide. Of the sites reporting, 12% were in Asia/Pacific; 26% in Europe,

the Middle E¢ st and Africa; 16% in Latin America; and 46% in Narth America. All waste data

are for manutacturing-related operatlans and do notinclude wastes generated from cafeteria,
building maintenar.ce activities, oﬁlces or airfwastewater emissions. Hazardous waste and
non-| hazarduus waste we:ghts were reported consistentwith local regulatory definitions !

of each wasts type forthe reporting 1ncauon '

Water (:onsumptmn Data reported reprssent a majority of Eaton’s water consumption at :

manufacturir,g plais worldwida. Of the sites reporting, 12% were in Asia/Pacific; 26% in |

Eurape, the Mrddle East and Africa; IIB% inLatin America; and 46% in North America. '
Health asd S:fety Recordable Cases are work-related injuries orillnesses as defined by |

the Qccupati Jnal Safety and Health Admlnlstraunn {0SHA). Days Away Cases are injuries or
illnesses mvtrlvlng one or mora days away from work as defined by 0SHA.
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[
GO TO THEIHEAD OFTHE CI.ASS Eaton’s engine valve unit
m Westmm.ster South Carollna. earned Honda's first-ever
Crerurate Eltm-nshlp Award in 2006 for its exemplary perform-
ance asa s]ucmlly'respnnsmle Ihusmess Employees at the:
lamhty alre eng.aged ina wulle range of community involvesnent:
activities, mcludmg volunteer educatmn programs at local
schools that pmmote dwersrty awareness, conservation and
en\nronmeutal responsnhlllty

Buildiqg !Stronger Communities

Eaton people care deeply abput the communities in
whlch we ||ve and work, mvestlng our time, money and
hearts |ntc- meanlngful programs that make a srgnn‘lcant
dllfference in the lives of others.

This compassronate splnt is an integral part of who we
are as people and what we belleve in as a company. It
also validates aurvalues- based business mode! by helping
us 10 bund thriving, desrrable places to work, increase
employee price and morale Iand advance our vision of
blecomlng-the most admnled company in our markets: As
a result,; comrnunlty involvement and support are impor-
tant elements oflthe Eaton Busrness System.

[ ,
Gluhal Scope, Loca) Focus

Eaton S I(:omrnunlty rnvolvement activities are locally
focused The managers and employees of our facilities
around the W()l’|d decide \NhICh programs they wish to
supportland engage in, based on the needs of their
mdrwdual rommunltles Through Eaton's Community
Involveme Nt Network our people can also share ideas
and best pract |cels

We created the Eaton Chantable Fund to foster and
sustain these efforts Eaton contrlbuted more than $6.2
mulllon to lI'IOl'l proflt organrzatlons in 20086, including a
growmg percentage of contrlbut:ons outside of the U.S.
Among the hundreds of local employee activities we

flnded lastye ar:
! i

$(000°s)

» In Pune, India, we helped a residential program for

Eaton Charitable Contributions 2006
§7000
: 6,262
6.000 | s !
|
5000 |
4487
4114 420 H : !
4,000 !
3,000 @ International
2,000 W Domestic
1,000 i & GiftMatching i
B UnitedWay =
2002 2003 200

2004 | 2006 5
I .

|
|
|
|
|

physically and emotronally abused women and children
obtain additional shelter homes for children in need.

|

+ In Coamo, Puerto Rlco we funded a new program to

help students wrth developmental disabilities acquire
the occupational and socral skills they need to transmon !
from school to the worklng world,

« In Riverton, lowa wr‘e contrrbuted to the construction of

a new city hall and commbnlty center to serve as a hub i

-for local actrvrtres‘ and serUrces :
Eaton has a tong history of supportlng the United Way, |
and we are among the top one -third of contributors to this |
vital organization. Dunng 2006 our employees generously‘
donated more than‘ $3. 2 ml||l0l"l t0 84 local United Ways.
We added $1.7 mllllon in corporate matches, for a total
United Way contribution of ‘B|5 million. i
Eaton matched employee g“fts to disaster relief and i
made corporate contrlbutrons to the unfortunate natural -
disasters of the past three y)ears Eaton also matches
employee contributions to approved arts organizations
and educational institutions!

i

Each year, we recogmze the outstandung volunteer
efforts of |nd|vudual employees with The Stover Volun-
teerism Award, named for lames R. Stover, a former
Eaton chairman W|th an outstandlng record of commu-
nity involvement and support In 2006, five employees |
earned the award, whrch mcludes a $2,500 contribution !
10 a non-profit com,munlty organlzatlon chosen by

each recipient.



Creating a World-Class Workplace

Eaton's business is global, diverse and highly competl—
tive. To succeed, we must recruit the very best people
unlimited by gender, race or-other charactenstrcs ‘We ar
committed to maintajning a workforce that refleots the
diversity of our customers and the markets in which we
compete around the world. ‘

%
|
]
J
|
r
|
!
|
{
|
|
€
|
i
|

We've created the Eaton Phrlosophy Work Practlces SYS+ ’

tem to pursue this objective and consrstentty employ our,
human resources practices across our organrzatrdn Using
this system, Eaton's facilities and busmess funonons are!
evaluated regularly against eight categones of ernployee
and workplace performance, and must meet specific
goals to achieve Eaton Business Exlcellence certification.|
As our business grows, we recognrze the mporta‘nce of j
development and training for meetlng both our employees'
and customers’ expanding needs. ln Asia, for example
we have developed a number of unrque talent manageme nt
programs focused on recruiting and developing strong
leaders from throughout the regronlto support emergrng

growth opportunities in those markets ‘

F
Eaton University and our new Iearnrng management
system provide the foundation for contrnuous Iearnrng
throughout Eaton by offering a broad varlety of experiential,

classroom and web-based educational opportunities. |

In 2006, we continued to expand these resources, offenng]
492 instructor-led and 642 e—Iearnrng programs, resultrng r
in 68,095 individual course enro!lments This compares to
only 2,190 course enrollments.in 2001 Eaton University" s‘
first year.

|
{

NOT JUST INVOLVED, ENGAGED Eaton's success is bmlt on
a foundatlon of open and honest communications. We seekto
Ioster an "engaged” workforce—one that's commrtted to

our goals and actively shares ideas to continuously i |mprove
our business. Our peaple know we take that effort sermusly
In fact, more than 95 percent 6f our glebal workforce partrm-
pated m'our annual employee survey in 2008, far exceedmg the
repurted participation rates atother companies.

!
|
i
|
|
I
|
|
|
t

Dumg Bus:ness Right

Ethl(‘al values are fundamental to Eaton. Our unwaverrng
commltment to “doing busrness right"—and to fosterrng
an enwronment of open and honest communloations—
differentiate our company and appeal strongly to both
ourrent‘employees and the'talented professronais we
seek to‘recrurt

Our GIobaI Ethics office has developed numerous
programs—mcludrng an a\%vard—wrnnmg educatron and
training video—to help employees make respon5|ble
chorces consistent with Eaton s Code of Ethics and values.
We ve also established an Ethrcs and Financial Integrrty
Help Lrne that is available 2f1/7 to provide advice and
mformatlon to employees \rvorIdW|de and permlt open
or anonymous reporting of misconduct or questronable
busmess practices.

Independently Eaton operates a separate Office of the
Ombuds 1o provide employees with com‘rdentral neutral
and mformal assistance in construotlvely |dent|fy|ng and
resolvrng workplace issues 'without fear of retribution.

i
|
|
i
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Public At.cuuntlng Flrm

To the Board of Directors & Shareholders
Eaton Corporation

We have audited the accompanying consclidated balance
sheets of Eaton Corporation as of December 31, 2006 and 2005,
and the related statements of consolidated income, shareholders'
equity, and cash {lows for each ofithe three years in the period
ended December 31, 2006. These financial statements are the
responsibility of the Company’s management. Qur responsibility
is to express an opinion on these financial statements based

on our audits.

We conducted our audits in accordance with the standards of
the Public Company Accounting Oversight Board {United States).
Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial state-
ments are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts
and disclosuras in the financial staterments. An audit also
includes assessing the accounting principles used and significant
estimates made by managemant, as well as evaluating the
overall financial statement presentation. We believe that our
audits provide: a reasonable basis for our opinion.

tn our opinion, the financial staternents referred to above
present fairly, in all material respects, the consolidated financial
position of Eaton Corporation at Decernber 31, 2006 and 2005,
and the consolidated resuits of its operations and its cash flows
for each of the three years in the period ended December 31,
2008, in confcrmity with United States generally accepted
accounting principles.

As discussed in “Retirement Benefit Plans” in the Notes to the
Consolidated Financial Statements, effective December 31,
20086, the Company adapted Statement of Financial Accounting
Standards (SFAS) No. 168, “Emplayers’ Accounting for Defined
Benefit Pension and Other Postretirernent Plans, an amendment
of FASB Statements No. 87 88, 106, and 132(R)"

As discussed in " 3tock Options” in the Notes to the Consoli-
dated Financial Statements, etfective January 1, 2006, Eaton
adopted Statement of Financial Accounting Standards (SFAS)
No. 123(R), “Share-Based Payment.”

We also have audited in accordance with the standards of the
Public Company Accounting Oversight Board (United States},
the effectiveness of Eaton Corporation’s internal control over
financial reporting as of December 31, 2006, based on criteria
established in Internal Control=Integrated Framework issued by
the Committee of Spensoring Organizations of the Treadway
Commission and our report dated February 23, 2007 expressed
an unqualified opinion thereon.

émwt v 36"7,“.?

Cleveland, Qhio
February 23, 2007
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nagement's.Reportion
Financial Statements

meiarvia |

We have prepared the accompanying consolidated financial
statements and related |nformat|on of Eaton Corperation
included herein for the three years ended December 31, 2008.
The primary respon3|b|hty for the integrity of the financial infor-
mation included in this annual report rests with management.
The financial information mciuded in this annual report has been
prepared in accordance with accountlng principles generally
accepted in the United States based on our best estimates and
judgments and giving due c0n5|derat|on to materiality. The opinion
of Ernst & Young LLP, Eaton's mdependent registered public
accounting firm, on those financial statements is included herein.

Eaton has high standards of ethrclal business practices supported
by the Eaton Code of Ethics and corporate policies, Careful
attention is given to selecting, trammg and developing personnel,
to ensure that management'’s objectlves of establishing and
maintaining adequate internal controls and unbiased, uniform
reporting standards are attained. |Our policies and procedures
provide reasonable assurance that operations are conducted in
conformity with law and with the Company’'s commitment to a
high standard of business conduct.

The Board of Directors pursues nls responsibility for the quality of
Eaton's financial reporting prlmarlly through its Audit Committee,
which is composed of five independent directors. The Audit
Committee meets regularly with [ anagement, the internal
auditers and the independent registered public accounting firm
to ensure that they are meating their responsibilities and to
discuss matters concerning accountlng, control, audits and
financial reporting. The internal 6UdItDIS and independent regis-
tered public accounting firm have full and free access to senior
management and the Audit Committee.

Wt . (K %Héz——

Alexander M. Cutler Richard H. Fearon

Chairman and Chief Executive | Executive Vice President—
Cfficer; President Chief Financial and Planning

Officer
St £ V-
Billie K. Rawot

Vice President and Controller
February 23, 2007




Report of Independent Registered
Public Accounting Firm

To the Board of Directars & Shareholders
Eaton Corporation

We have audited management’s assessment mcluded inthe
accompanying Management's REport on Internal Control Over
Financial Reporting, that Eaton Corporation malntarned effectrve
internal control over financial reporting as of December 31, 2008,
based on criteria established in Internal Controi-Integrated
Framework issued by the Committee of Sponsoring Organizations
of the Treadway Commission (COSQ). Eaton Corporation’s
management is responsible for malntalnlng effective internal
control over financial reporting and for its assessmeiit of the
effectiveness of internal control over financial reportlng Cur
responsibility is to express an oprnron on management 5 A55€58-
ment and an opinion on the effectrveness of the Company's
internal control over financial repomng based on our audit.

We conducted our audit in accordance with the standards of the
Public Company Accounting Oversight Board (Un1ted States).
Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether effective internal
control over financial reporting was marntarned inall matenal
respects. Our audit included obtarnrng an understandrng of |nternal
control over financial reporting, evaluatrng managemlent s
assessment, testing and evaluating the design and operating
effectiveness of internal control, and performrng such other pro-
cedures as we considered necessary in the circumstances. We
believe that our audit provides a reasconable basis for our opinion.

A company’s internal contrel over frnancral reporting is @ process
designed to provide reasonable assurance regarding the reliability
of financial reporting and the preparation of financial statements
for external purposes in accordance wath generally accepted |
accounting principtes. A company'’s mterna! control over frnancral
reporting includes those policies and procedures that (1] pertain to
the maintenance of records that, in reasonable detail, accurately
and fairly reflect the transactions and dispositions of Ihe assets
of the company; {2) provide reasonable assurance that transactrons
are recorded as necessary to permit preparation of frnancnai
statements in accordance with generally accepted accounting
principles, and that receipts and expendltures of the company are
being made only in accordance with authonzatrons of manage-
ment and directors of the company; and {3) provide réasonable
assurance regarding prevention or timely detection of unautho-
rized acquisition, use, or disposition of the company’s assets
that could have a material effect on the financial statéments.

Because of its inherent timitations, mternal control over financial
reporting may not prevent or detect mrsstatemems Also,
projections of any evaluation of effectrveness to future periods
are subject to the risk that controls may become inadequate
because of changes in conditions, or,that the degree of compli-
ance with the policies or procedures may deteriorate.

In our opinion, management’s assessment that Eaton Corporation
maintained effective internal control over financial reporting as
of December 31, 2006, is fairly stated, in all material respects,
based on the COSO criteria. Also in our opinion, Eaton Corporation
maintained, in all material respects, effective internal contral
over financial reporting as of December 31, 2006, based onthe
COSO criteria.

We also have audited, in accordance with the standards of the
Publlc Company Accountrng[Overs:ght Board (Unrted States),
the consolldated balance sheets of Eaton Corporatron as of
December 31, 2006 and 2005, and the related statements of con-
salidated income, shareholders equity, and cash flows for each
of the three years in the perrod ended December 31' 2006 and
our report dated February 23 2007 expressed an unqualified
oprnlon thereon, |

émutfmrml

C[eveiand. Ohio ‘

|

|

Februalry 23, 2007 ‘
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Management s Report on Internal Cdntrol
D\rer Financial Reportmg

The management of Eaton Corporatlon is responsrble for
establishing and marntarnrng adeguate internal control over
financial reporting (as defined in Exchange Act rulesyr 3a-15(f)).

Underlthe supervision and with the participation of Eaton s
management, including our prrncrpal executive offlcer and
pnncrpal financial officer, we conducted an evaluatron of the
effectrveness of the Company’s internal control over financial
reportrng as of December 31 2006. In conducting thrs evaluation,
we used the framework set forth by the Committee of Sponsorrhg
Organrzatrons of the Treadway Commission in Internaf Control—
Integrared Framework. Based on this evaluation under the
framework referred to above management concluded that the
Company s internal control over financial reporting was effective
as of December 31, 2006.

The mdependent registered publrc accounting firm Ernst & Young
LLP has issued an audit report on management's assessment of
the effectrveness of the Company’s internal control over fmancral
reportrng as of December 31‘ 2008. This report is included herein.

I
i
|
\
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Alexandar M. Cutler

Chairman and Chief Executlve
Officer; President

Pt £ ¥~ |
i

Billie II( Rawot

Vice Fi'resident and Controller ‘

February 23, 2007

Richard H. Fearon

Executive Vice Prlesident—
Chief Financial and Planning
Officer




CONSOLIDATEDFINANCIALSTATEMENTS

Statements of Consolidated Income

Year ended December 31 2006 2005 2004
{Millions excest for per share datal )' . }
Net sales $12.370; $11,019 § 9712
Cost of products sold i 9,050j 7,936 7.002
Selling & administrztive expense o - 1,946: 1,793 1,583
Research & development expense L3l 285 259
Interest expense-net 104 90 79
Other {income} expense-net {40) (33) 21
Income from centinuing operations before income taxes : 989: 968 768
income taxes i 189 128
Income from continuing operations 912 7499 640
Income from discontinued operations, net of income taxes 3q B 8
Net income . § 90 $ 805 $ 648
Net income per Coramon Share assuming dilution !
Continuing operations r'$ 597 § 519 § 407
Discontinued operations 25 04 06
$ 622 $ 523 § 413
Average numbar of Common Shares outstanding assuming dilution ) 152.? 1540 157.1
Net income per Common Share basic S0
Continuing operations § 6.07 $ 532 $ 418
Discontinued operations 25 04 06
$ 632 $ 53 $ 424
Average numker of Common Shares outstanding basic 150:}2 150.2 1531
Cash dividends paid per Common Share $ 148 $ 124 $ 108

The notes an pages 31 to 44 are an integral part of the consolidated financial statements.

r
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Consolidated Balance Sheets
December 31 : 20056 2005
(Millies of dellars) ! o "
Assets i | EO
Current assets ' Cobe ‘
Cash ls 110
Short-term investments ‘ 226
Accounts receivable - ﬁ 1,785
Inventories i 1,099
Deferred income taxes : 243
Other current assets - i 115
| 3578
Property, plant & equipment i Z
Land & buildings 1 083 »f 1,003
Machinery & equipment | 383, | 3652
) a9, 4,655
Accumulated depreciation ‘ (2 675] | (2,480}
207 | 2175
Goodwilt ‘ - 3034° .“5 3,139
Other intangible assets ' “« 969 . 626
Deferred income taxes & other assets : C {7357 700
| 1 — -
Csnatr $10,218 .
Liabilities & Shareholders’ Equity T
Current liabilities ‘ |
Short-term debt : ‘ $ £ 490 3 394
Current portion of long-term debt : ;, 322 ¢ | 240
Accounts payable 1 050 - ‘ 810
Accrued compensation 305 - 7
Accrued income & other taxes 149 305
Other current liabilities 1 091 942
/3. 407 | | 2.968
Long-term debt P Prrl ,-1 ‘ 1,830
Pension liabilities . T I942 - 632
Other postretirement liabilities 766 | 537
(Other long-term liabilities ' | . .3{422"--", | 473
Shareholders’ equity o
Common Shares (146.3 million outstanding in 2006 T
and 148.5 millign in 2005} 73 74
Capital in excess of par value . -2, 114 {2,013
Retained earnings s 796 2376
Accumulated other comprehensive loss . (8_49) . {649)
Deferred compensation plans [ ~.1{28) | {36)
4106 |3.778
$HA17 $10.218
The notes on pages 31 to 44 are an integral part of the consolidated financial statements. -
28




Statellnenls of Consolidated Cash Flows

Year endled December 31 2006 2005 2004
{Millions) ‘ :
Net cash provided by operating activities . Sy
Net income “§ 950, $ 805 § 648
Adjustments to reconcile to net cash provided by operating activities oo
Depr'eciaticun & amortization 434 f 409 400
Defefrred income2 taxes SRR ¥ I {20) {133)
Pension liabilities Co 198y 145 86
Gain'on sales of businesses © o (56)
Other long-term liabilities Lo s 4 55
Other non-zash items in income R (1) ()
Changes ir working capital, excluding acquisitions & sales of busingsses © |
Accounts receivable ST {104) {218)
Inventories < {129) {28} (102}
Accounts pavable ‘ 1851 25 143
Af:crued income & other taxes {149) 27 46 |
Other current liabilities Y ¥ 4 {29} {122} !
Other working capital accounts Y H {37} 76
Voluntary contributions to United States & United Kingdom qualified pension plans {19 {64} (93}
Other-net o (17) 3 53
1,431% 1.135 838
Net cash {used in) investing activities - §
Expenditures for property, plant & equipment " (360) (363) (330)
Cash paid for acquisitions of businesses "(256) {911) (827}
Procesds from sales of businesses © o L-B5
{Purchases) sales of short-term investments-net AT ] {4) 606
Other-net 42 10 18
C {100} (1.268) (333)
Net cash (used in) provided by financing activities A
Borrowings with original maturities of more than three months -t
Proceeds - 706 393 75
Payments - 817 (63) (248)
Borrowings with originat maturities of less than three o
moﬁths-net, primarily commercial paper ©.{35) 392 {33)
Cash dividends paid P (220) {184) (163)
Proceeds frem exercise of employee stock options 108 68 138
Income tax benefit from exercise of employee stock options <28
Purchase of Comman Shares - .(386) {450) {250)
Otherlnet ! 2
.{418) 158 {481)
Total increase in cash 4 25 24
Cash at beginning of year o 19 BS 61
Cash atend of year 3 14 t 10 $ 85

The notes on pages 31 to 44 are an integral part of the consolidated financial statements.




CONSOLIDATEDFINANC iALSTATEMENT@

Statements of Consolidated Shareholders’ Equity

L/

Accumulated |
Capital in other Defermred Total
Common Shargs groass of Relamed tomprahensive compensation |Sharehalders’
Shares Dollars par value earmngs loss plans | equity
{Millipns} ' !
Balance atJanuary 1, 2004 1530 $ 76 $1856 $1B16  ${s85 $§ (46} ' $3.117
Net income 648 | 648
Foreign currency translation and related hedging :
instruments {including income tax benefits of $5) 93 | a9
Unrealized loss on available for sale investments
{net of income tax benefits of $1} 2} I (2)
Deferred loss on cash flow hedges {net of income tax benefits of $1) (2} | (2)
Minimum pension liability {net of income tax benefits of $25) (48) | (48}
Other comprehensive income : 47
Total comprehensive intome ‘| 695
Cash dividends paid {163) | (1683
Issuance of shares under employee benefit plans, |
including tax benefit 45 3 188 {2) 10 | 199
Issuance of shares ta trust 2 (2} | ]
Purchase of shares (4.2} (2} {53} {195) I {250
Other—net 8 ‘ 8
Balance at December 31, 2004 153.3 77 1,993 2,112 {538) (38) I 3.606
Net income 805 805
Foreign currency translation and refated hedging 1‘
instruments {including income taxes of $33) (53) (53)
Deferred gain on cash fiow hedges [net of incame taxes of $2} B L B
Minimum pension lability (net of income tax benefits of $36) (64) ‘ (64)
Other comprehensive loss | (1
Total comprehensive income '™ o4
Cash dividends paid (184) | (184
Issuance of shares under employee benefit plans,
including tax benefit 2.1 1 104 2) o | 13
Issuance of shares to trust A 8 {8) D
Purchase of shares (7.0) {4) 92) {354) {450)
Qther-net {n | {n
Balance at December 31, 2005 1485 4t 74 2013 2376 (549) {36) 3778
Net income : b 950 : 950
Foreign currency transtation and related hedging ] o
instruments {including income tax benefits of $16} l I 95 +g5
Deferred loss on cash flow hedges (net of incame tax benefits of $3) ; HA {5) “{5)
Minimum pension liability {net of income tax benefits of $1} ; ) : % (8 {8)
Other comprehensive income ¥ - E 5 : 82
Total comprehensive income ; o 1.032
Adjustment to initially apply SFAS No, 158 i [ _
Pensions {net of income tax henefits of $85) 8 1 f {163) - {183)
Other postretitement benefits {net of income tax benefits of $119) ‘i - | | 1119 119)
Cash dividends paid i ' b {220) {220)
Issuanca of shares under employee benefit plans, 4 T 4 : :
including tax henefit P31 s 2 176 {2) 13 189
Purchase of shares by trust R : i ' 1 {5 9
Purchase of shares “118.3) l . [3} . {75}_ tBUSJ.. . {386)
Balance at December 31, 2006 463§ 73 . $2114  $279% } $(849) § (28) $4.106
The notes on pages 31 to 44 are an integral part of the consolidated financial statements.




Notesto'Consolidated. Financial Statements
Dollars in millions, except per share data {per share data assume dilution}

Accounting Policies
Consolida‘tion & Basis of Presentation

The consolldated financial statements include accounts of Eaton and all sub-
sidiaries and other controlled entmes The equity method of accounting is used
for investments in associate compames where the Company has a 20% 10 50%
ewnershlp‘mterest These associate companies are not material either individ-
ually, or in the aggregate, to Eaton’s financial position, results of operations or
cash flows.

Eaton does not have off-balance sheet arrangements or financings with uncon-
solidated éntme' or other persons. In the ordinary course of business, the
Company Ieases certe in real propemes and equipment, as described in "Lease
Cemmrtmenls in the' Notes below, Transactlons with related parties are in the
ordinary cr)urse ¢f business, are conducted on an arm's-length basis, and are
not material to Eaton’s financial position, results of operations or cash flows.

Foreign Currency Trarslation

The functional currency for substantidlly all subsidiaries cutside the United

Statesis the ocal currency. Financial statements for these subsidiaries are
translated|into Unitec States dollars at year-end exchange rates as to assets
and Irabrlmes andweighted-average exchange rates as to revenues and
expenses. |The resulting translation adjustments are recorded in Accumulated
other comprebensive income {loss) in Shareholders” equity.

N
Inventories

lnventories are carried at lower of cost or market. Inventories in the United
States are generally accounted for using the last-in, first-out (LIFO) methad.
Hemarmng United Staites and all other inventorigs are accounted for using the
first-in, first-out {FIFD) method. Cost components include raw materials, pur-
chased cempdne nts, direct labor, indirect labar, utilities, depreciation, inbound
frelghtcharges purchasing and recervrng costs, inspection costs, warehousing
costs, internat transfer costs, and costs of the distribution network.

In first quainer 2006, Eaton adopted Statement of Financial Accounting Standards
{SFAS) NeI 151, “laventory Costs”. SFAS No, 151 amends the guidance in
Acceuntmg Research Bulletin No. 43; Chapter 4, “Inventory Pricing”, to clarify
the accounting for abnormal amounts of idle facility expense, freight, handling
tosts, and wasted material (spoilage). The effect of the adoption of SFAS No.
151 was net matzrial to the Company’s financial position, results of operations,
or cash flows.

Depreciatien & Amoitization

Deprematlen anil amortization are computed by the straight-line method for
financial statem=nt purposes. Cost ef buildings is depreciated over 40 years
and machmerv and equipment over pnncrpally 3to 10 years. At December 31,
2006, the WEIghl ed-average amemzatmn periods for intangible assets subject
o amemzanon were 14 years for patents, 18 years for tradenames, 28 years
for distributor channels and 18 years for manufacturing technology and
customer :relatidnships. Software is amortized over a range of 3 to 5 years.

Long-lived assets, exeept goodwill and indefinite life iniangible assets as
described in the Notes below, are reviewed for impairment whenever events
or changes in circumstances indicate the carrying amount may not be recoverable.
Events or crrcumstan,es that would result in an impairment review primarily
include eperatlens reporting losses,  significant change in the use of an asset.
or the planned disposal or sale of the asset. The asset would be considered
impaired when the future net unduscounted cash flows generated by the asset
are less lhan its carrying value. Ani rmparrmem loss would be recognized based
on the amount by which the carrying 'value of the asset exceeds its fair value.

Goodwill & Ind2finite Life Intangible Assets

In accordance with SFAS No. 142, “Goodwill and Other Intangible Assets’
Eaton dees not amortize goodwill and mdeF nite life intangible assets recorded
in connectren with business acqursmens Indefinite life intangible assets pri-
marily consrst of tracemarks. The Company completed the annual impairment
tests for goodwill and indefinite life intangible assets required by SFAS No. 142,

These tests confirmed that the fair value of the Company’s repornng units and
indefinite life intangible assets exceed thelr respective carrying values and
that no impairment loss was required to be recognized.

Financial Instruments

In the normal course of business, Eatonis exposed to fluctuations in interest
rates, foreign currency exchange rates, a'pd commodity prices. The Company
uses various financial instruments, primarily fareign currency forward exchange
contracts, foreign currency swaps, interest rate swaps and, to a minor extent,
commodity futures contracts, to manage exposure to price ﬁuctuatrnns

Financial instruments used by Eaton are Straightforward, non- leveraged instru-
ments for which quoted market prices are readily available from a number of
independent sources. The risk of credit Iess is deemed to be remote, because
the counterparties to these instruments 1re major international financial insti-
tutions with strong credit ratings and because of the Company’s control over the
size of positions entered into with any ene counterparty. Such financial instru-
ments are not bought and sold salely for tradlng purposes, except for nominal
amounts authorized under limited, controlled circumssances. No such financial
instruments were purchased or sold for trading purposes in 2006, 2005 and 2004.

All derivative financial instruments are recegnlzed as either assets or liabilities
on the balance sheet and are measured at fair value. Accountmg for the gain or
loss resulting from the change in the financial instrument's fair value depends
on whether it has been designated, and is effective, as a hedge and, if 5o, on
the nature of the hedging activity. Fmancral instruments can be designated as
hedges of changes in the fair valug of a recegnrzed fixed-rate asset or liability,
or the firm commitment to acquire such an asset or liability; as hedges of
variable cash flows of a recognized varraple -rate asset or liability, or the fore-
casted acquisition of such an asset or liability, or as hedges of foreign currency
exposure from a net investment in one of the Company's fereign operations.
Gains and losses related to a hedge are elther recognized in income immediately
to offset the gain or loss on the hedged rtem or are deferred and reported as a
component of Accumulated other eemprehenswe income (loss)in Shareholders’
equity and subsequently recognized in net income when the hedged item
affects net income. The ineffective pemon of the change in fair value of a
financial instrument is recognized in rnceme immediately. The gain or loss
related to financial instruments that are pot designated as hedges are recog-
nized immediately in net income.

Warranty Expenses

Estimated product warranty expenses are accrued in Cost of preducts sold at
the time the related sale is recognized. Estlmates of warranty expenses are
based primarily on historical warranty clarm experience and specific customer

contracts. Warranty expenses include accruals for basic warranties for products
sold, as well as accruals for product recalls and other related events when they
are known and estimable.

Asset Retirement Obligations

In 2005, the FASB issued Interpretation No. 47, Accounting for Conditional
Asset Retirement Obligations” (FIN 47), te clarify the tesm “conditionat asset
retirement” as used in SFAS No. 143, Accountrng for Asset Retirement Obliga-
tions”. FIN 47 requires that a liability be recogmzed for the fairvalue of a
conditional asset retirement obligation when incurred, if the fair value of the
liability can be reasonably estimated. Uncertainty about the timing or method
of settlement of a conditioral asset retn'ement obligation would be factored
into the measurement of the liability when sufficient infarmation exists. Eaton
believes that for substantially all of its asset retirement obligations, there is
anindeterminate settiement date because the range of time over which the
Company may settle the obligation is unknnwn or cannot be estimated. A
liability for these obligations will be recorded in the period when sufficient
information regarding timing and method of settlement becomes available to
make a reasonable estimate of the Ilablllry s fair value.

|
Stock Options Granted ta Employees & Pirectors

As described in " Stack Options” in the Notes beiow, effective January 1,
2006, in accordance with SFAS No. 123[Rl "Share-Based Payment’, Eaton has
recorded compensation expense under the "fair-value-based” method of

3



Notes to ConsolidatedrEinan{cﬂial;ﬁtatements

accounting for stock optrons granted to employees and drrectors The Company
adopted SFAS No. 123{R} using the “modified prospectrve application” method
and, consequently, financial results for periods prior to 2006 were not restated
for this accounting change. Under the modifi ed praspective method compen‘
sation expense for stock options includes expense for all options‘granted prior
10, but not yet vested as of the end of 2005, and expense for options granted
beginning in 2006, based on the grant date farr value of the aptions. Expense

is recognized on a strarght -line basis aver the  period the employee or drrector
is required to provide service in exchange for the award. Prior to 2006, as
allowed by SFAS No. 123, “Accounting for Stock Based Compensation” stock
options were accounted for using the intrinsic-value-based method in Accountmg
Principles Board {APB) Opinion No. 25. Under that method, no compensatron
expense was recognized on the grant date, smce on that date the option exercise
price equaled the market price of the underlyrng Common Shares

Revenue Recognition ;

Sales are recognized when products are shipped to unaffiliated customers, all
significant risks of ownership have been transferred o the customer, title has
transferred in accordance with shipping terrns (FOB shipping pornt or FOB destr
nation), the selling price is fixed and datermrnable all significant retated acts
of perfarmance have been completed, and no other significant uncertarntres
exist. Shipping and handling costs bilted to customers are included in Net sales
and the related costs in Cost of products sold.| Other revenues for service con-
tracts are recognized as the services are provided. |

Estimates

Preparation of financial statements in conformity with accounting principles
generally accepted in the United States requires management to make estimates
and assumptrons in certain circumstances that affect amounts reported in the
accompanying consolidated financial statements and notes. Actual results
could differ from these estimates.

Financial Presentation Changes '

Certain amounts for prior years have been reclassified to conform to the current
year presentation.

Acquisitions of Businesses

In 2006, 2005, and 2004, Eaton acquired certain businesses and formed joint
ventures in separate transactions for a combrned net cash purchase price of
$256 in 2006, $911 in 2005 and $627 in 2004, The Statements of Consolidated
Income include the results of these busrnesses from the effective dates of
acquisitian or formation. A summary of these transactrons for 2006 and 2005, and

|arger transactiens in 2004 are described in the table on page 33 that follows.
The allocations of the purchase prices for acquisitions in 2006 are pre!rmmary

and will be finalized in 2007.

On December 28, 2006, Eaton announced it had reached an agreement to pur-
chase AT Holdrngs Corporation, the parent of Argo-Tech Corperation, for $695.
This transaction is expected to close in the first quarter of 2007. Argo-Tech’s
U.S.-based aerospace business, which had sales for the fiscal year ended
October 28, 2006 of $206, is a Ieader in high performance aerespace engine:
fuel pumps and systems, airframe fuel pumps and systems, and ground fueling
systems for commercial and military aerospace markets. This business will be
integrated into the Fluid Power segment, |

On January 5, 2007, the Company announced it had reached an agreement

to purchase the Power Protection Business of Power Products Ltd., a Czech
distributer and service pravider of Powerware and other uninterruptible power
systems, for $2. The transaction closed in February 2007. This business, which
had 2006 sales of $3, will be integrated into the Electrical segment.

As described on page 33, on June 9, 2004, Eaton acquired Powerware Corporation,
the electrical power systems business of Invensvs plc, for a final cash purchase
price of $573, less cash acquired of $27. Powerware's assets and liabilities were
recorded at estimated fair values as determined by Eaton's management.

; I
1
' 1
! . L . e .
The allacation ¢f the purchase pnc‘e for this acquisition is summarized below:
| | |

Current:assets $302
Property, plant & equipment | 35
Gaodwill 397
Uther rntangrble assets | 9% .
Cllther assets | 53
Total assets acquired . BB;’.
Total lialbilities assumed i 337

| -
Net assets acquired | | 3545

i |

|
Other mtanglble assets of $96 |nc|uded $24 related to trademarks that are not
subject to amortization. The remaining $72 was assigned to patents and other
rntangrhle assets that have a weighted-average useful life of 8 vears. Goodwill
of $397 Telates to the Electrical segment substantially all of whrch IS non-
deductrble for income tax purposes. ‘

Eaton has undertaken restructuring activities at acquired businesses, including

- workforce reductions, plant consolidatiens and facility ctosures In accordance

with EITF Issue No. 95-3, Hecognrtron of Liabilities in Connection w:tha Purchase
Business Combination,” liabilities for these restructuring attivities were

recorded in the allocation of the purchase price related to the acquired busrness
A summary of these liabilities, and utilization of the various components, follows:

|

Plant
Workforce reductions  closing
. fmployees  Dollars & other Tetal
Balance at January 1, 2004 ‘ 763 $22 363
Liabilitias recorded in 2004 175 g 35
Utilized in 2004 (855} 18y | i8]
a‘arancefar December 31, 2004 r 383 13 | 50
Liabilities recorded in 2005 [ 789 25 27
Utilized in 2005 i 228 04 |s0)
Balance at December 31, 2005 ' 944 - 24" | 3?; -
Liabilities recorded in 2006 i a7, TLBE s
Utitized in 2006 {2850 B) |43 T (8D
Balance at December 31, 2006 , {.07% . $33 SZZ% .85
! ! _ T e T
I

In accordance with EITF Issue No. 95 3, the Company finalizes its restructuring
plans no later than one year from the date of the acquisition.




Acquiretl business.

Date of acquisition

Businees

segment

Annual sales

Schreder- Hazemeyer
Eaton acqurred the remaining 50% ownership of the Belgium manufacturer
of low and medium voltage electncal distribution switchgear

December 1, 2006

L
Electrical

$9 for 2006

Diesel fuel processing technology & associated
assets of Catalytica Energy Systems Inc.
AUS. developer of emission control solutions for Trucks

October 26, 2006

Truck

NM

Senyuan Internaironal Holdings Limited
A China-based manufacturer of vacuum circuit breakers and
other electrical switchgear components

September 14, 2006

L1
Electrica

$47 for 2005

Ronningen-Petter business unit of Dover Resources, Inc.
AU.S.-based manufacturer of rndustrlal fine filters and components

September 5, 2006

Fluid Power

$30 far 2005

Synftex business unit of Saint-Gobain Performance Plastics Corp.
A U.S.-based manufacturer of thermoplastic hose and tubing

March 31, 2006

Fluid Power

$121 for 2005

Marina Power & Lighting
AlLS. manufacturnr of marine duty electrical distribution products

March 24, 2006

Etectrical

$11 for 2005

Aerospace division of PerkinElmes, Inc.
ALL.S.-based provider of sealing and pneumatic systems for large
commercral arrcraft and regional jets

December 6, 2005

Fluid Power

$150 for the year ended
June 30, 2005

Aerospace fluid and air division of Cobham pic
AUK based company that provides low-pressure airframe fuel systems,
electro-mechanical actuation, air ducting, hydraulic and pawer generation,
and ﬂurd distribution systems for fuel hydraulics and air

November 1, 2005

Fluid Power

$210 for 2004

Assets of Prrng!p Electrical Manufacturing Company
AU.S. manufacturer of bofted contact switches and other
specialty switches

October 11, 2005

Electrical

$6 for 2004, one-third
of which were to Eaton

Industrrallﬁltratron business of Hayward Industries, Inc.
AULS ;hasec producer of filtration systems for industrial and
commercral customers

September 6, 2005

Fluid Power

$100 for the year ended
June 30, 2005

Tractech Holdings, Inc.
AUS. based manufacturer of specialized differentials and cluteh
compenents for the commerciat and specialty vehicle markets

August 17, 2005

Automotive

$43 for 2004

Morestana S.A. de C.V.
A Mexican preducer of hydraulic lifters for autormative engine
manufacturers and the automotrve aftermarket

June 30, 2005

Automative

$13 for 2004

Eaton Electrrcar(Zhongshan}Co Ltd (a 51%-owned joint venture)
A Chrna based manufacturer of medrum -voltage switchgear
compenents including circuit breakers, meters and relays

June 17,2005

Electrical

NM

Winner Grdup Holdings Ltd.
A Chrna based praducer of hydraulic hose fittings and adapters

March 31, 2005

Fluid Power

$26 for 2004

Pigozzi SA. Engrenagens e Transmissdes
A Brazrlran agricultural powertrain business that produces
transmrssrdns rotors and other drivetrain components

March 1, 2005

Truck

$42 for 2004

Walterscherd Rohrverbindungstechnik GmbH
A German manufacturer of hydraulic tube connectors and fittings
prrmarrly for the European market

September 1, 2004

Fluid Power

$52 for 2003

Pewerware Corporation
A.S based supplier of Uninterruptible Pawer Systems UPS], DC Power
produr:ts and pov/er quality services for computer manufacturers,industrial
companies, Jovernments, telecemmunrcatrens firms, medical institutions,
data center< and ather businesses

June 9, 2004

Electrical

$775 for the year ended
March 31, 2004

FAW Eaton Transmission Co., Ltd. (a 50%-owned joint venture)
Manufactur=r of medium- duty transmissions for the China market

March 31, 2004

Truck

NM
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Notes.to Consolidated Em|anc|al.Statements
Acquisition Integration & Excel 07 Plant Closing Charges
Acquisition Integration Charges :

|
In 2006, 2005 and 2004, Eaton incurred charges related to the integration of
acquired businesses. These charges were recorded as expense as incurred.
A summary of these charges follows:

g
g
.

Electrical s 7] s» sm
Fluid Power ~2 23 7 8
Truck S5 4

Automotive 5 4

Pretax charges 5'13"40 $36 $ a1
Aher-tax charges s $ 24 27
Per Cammon Share 37 $.15 $.17

2006 Charges

Charges in 2006 related to the integration of primarily the following acquisitions:
Powerware, the electrical power systems business acqmred in 2004 and the
Pringle electrical switch business; several acquisitions in Fluid Power including
the acquired operations of Synflex; PerkrnElmer Cobham, Hayward, Winner,
and Walterscheid; and the Pigozzi, Tractech, and Morestana businesses.

Charges in the Electrical segment consisted of $7 for plant consolidations,
integration and other expenses.

Charges in the Fluid Power segment consisted of $20 for plant consolidations,
integration and other expenses, and $3 for workforce reductions.

Charges in the Truck segment consisted of $5 for plant consolidations, integration
and other expenses.

Charges in the Automotive segment consisted of 35 for plant consolidations,
integration and other expenses.

2005 Charges ‘

Charges in 2005 related to the integration of pnmanly the following ach|5|t|ons
Powerware and the electrical division of Delta plc; several acquisitions in Fluid
Power, including Winner, Walterscheid and Boston Weatherhead; and the |
Pigozzi and Morestana businesses.

Charges in the Electrical segment consisted of $20 for plant consol:dauons
integration and other expenses, and $1 forworkforce reductions.

Charges in the Fluid Power segment consrsted.of $7 for plant consolidations,
integration and other expenses.

2004 Charges

Charges in 2004 related to the integration of primarily the following acquisitions:
Powerware; the electrical division of Delta p!c;land Boston Weatherhead.

Charges in the Electrical segment consisted of $32 for plant consolidations,
integration and other expenses, and $* of workforce reductions.

Charges in the Fluid Power segment consisted of $8 for plant consolidations,
integration and other expenses.

Excel 07 Plant Closing Charges

In first quarter 2006, Eaton announced, and began to imptement, its Excel 07
program, This program was a serigs of actions concluded in 2006 intended to
address resource levels and operating performance in businesses that under-
performed in 2005, and businesses that were expected to weaken during
second half 2006 and in 2007. As part of the Excel 07 program, charges were
incurred related to plant closings in all four busrness segments, including three
significant plant closings announced in third quarter 2006 for the heavy-duty
truck transmission manufacturing ptant in Manchester, United Kingdom; the
engrne valve actuation manufacturing plant in Saginaw, Michigan; and the
engine valve manufacturing plant in Montornes de! Valles, Spain.

i
A summary of charges incurred by each segment in 2006 related to Exce! 07
plant closmgs including workforce reductions, planti mtegratlon and other
charges follow: ‘

! I .
Electncal ' ' H 1:2

Flurd Pawer 45
Truck | - 29
Autamotive . 50

Pretax oharges $1U_B

I
i —
\

Summary of Acquisition Integratlon and Excel 07 Plant Closmg Charges

|
A summary of acqursrtron rntegratron and Excel 07 plant closing charges, and
utilization of the vanous components follows: \
{

£ i lPlant

! 1 Workforce reductions tlosing

' L Employees  Dollars  Biother Total
Balance;atJanuaryt,ZUm ‘ 2 $2 58 $ 1(:)
Charges in 2004 1 10 1| ay
Uiilzed n 2004 ‘ B0 @ #8148
Balance at December 31, 2004 : 0 o 3 3
Charges in 2005 : 173 4 a2 36
Utilized in 2005 . _(7] _(1| ﬂ} __(E]
Balance at December 31, 2005 l 166 N N 4
Charges in 2006 | 2339 85, | 6147 145
Utilized in 2006 862 (39 (ssr‘f' (95).
BalanceiatDecember 3, 2006 1,603 $ 49 ) $ 6 $55

: ) ¢
|
| |

The acquisition integration and Excel 07 plant closing charges were included
inthe Statements of Consolidated Income in Cost of products sold or Selling &
admrnlstratwe expense, as appropriate. In Business Segment Informatlun the
charges reduced Operating profit of the related business segment

Dlscontmued Operations

As part of the Excel 07 program, in third quarter 2006, certain bus:nesses of the
Automotlve segment were sold, resultrng in a $35 after-tax garn ar $.23 per
Common Share. The gain on sale of these businesses, and other, operating
results of these businesses, were reported as Discontinued operations in the
Statement of Consolidated Income! :

Short-Term Investments t

Eaton invests excess cash generated from operatlons in short-term marketabl
investments and classifies these i rnvestments as avar1able-for-sale under
Statement of Financial Accounting Standards [SFAS) No. 115, Accountlng for,
Certarn Investments in Debt and Equrty Securities? In accordance with SFAS
Na, 115, avarlable-tor salei |nvestments are recorded at fair market prices,

with the unrealized gain or loss recorded in Accumulated other comprehenswe
|ncome { Ioss) in Shareholders’ eqmty A summary of the carrying 'value of short-
term |nvestments at December 31, 2006 foliows:

<

Tme deposrts & certificate of deposits wnh banks $323
Bonds |ssued by foreign governments - 149
Money market investments . 138
Corporate & agency bonds 6O
Other | i -1

' 3671

I .
The fair market value of shart-term investments approximates the cost of these
investments.




Goodwill & Other Intangible Assets
A summary of goodwill foliows:

2006 2005
Electrical F$1.009) $1,016
Fluid Power 1,683 1811
Truck 144 145
Automptive 162 167
$3034] $3,139

The net decrease in goodwill in 2006 was due to the final allocation of purchase
price to acquisitions of businesses completed prior to 2006, partially offset by
increases in goodwill for businesses acquured during 2006. These transactions
are described in the "Acquisition of Businesses” Note above.

A summary of other intangible assets follows:

2006 2005
Historical  Accumulated  Historical  Accumulated
cosT amortization cost amortization
Intangible e'ssets not subiject to amortization
{primarity trademarks) $430 338
Intangible assets subject to amortization i
Patens | $208 $107 $191 $ 90
Technolegy and customer relationships 337 5 101 26
QOther 204 45 108 )
$749  $A0 $400 £155

Expense related to intangible assets subject ta amortization for 2006 was $51.
Estimated annual pretax expense forintangible assets subject to amartization
for each of the naxt five years is $50 in 2007, $49 in 2008, $47 in 2009, $44 in
2010and f4[l in2011.

Debt & Other Financial Instruments

Short-terrln debt of $480 at December 31, 2006 included $472 of short-term

commercnal papzr for operations in the United States and $18 for operations
outside the Unitzd States. Barrawings for operations in the United States
included 200 million of Euro denummated commercial paper. The foreign
exchangeitranslanon gain or loss related te the Euro denominated commercial
paper is recorded in Accumulated other comprehensive income {foss} in Share-
holders’ eqmty since these borrawings serve as a hedge of the Company’s net
assets of operatlons in Eurape. Barrawings for opemtlons outside the United
States were largely denominated in Jocal currencies. The weighted-average
interest rate on the $472 of short-term commercial paper was 4.4% at December
31, 2006. The weightad-average interest rate on short-term debt for aperations
outstde the United States was 2.7% at December 31, 2006. Operations outside
the Umted States have available short-term lines of credit aggregating $399
from varigus banks worldwide.

A summary of long-term debt, including the current portion, follows:

2006 2005
1.62% Yen notes due 2006 $§ 43
B% debentures due 2006 86
B8.90% debentures due 2006 100
6% Euro 200 million notes due 2007

{100 million converted to floating rate by interest rate swap) $ 263 236
7.37% notes due 2007

(converted to floating rate by interest rate swap) 20 20
7.14% notes due 2007 3 3
6.75% aotes due 2007

{converted to floating rate by interest rate swap) 75 25
Euro +00 million floating rate notes due 2008

13.991% at December 31. 2006 - EURIBOR+.375%) 132 118
7.40% notes due 2009

(converted to floating rate by interest rate swap) 15 15
Floating rate senior notes due 2009

15.53% at December 31, 2006 - LIBOA+.08%) 250
5.75% notes due 2012 ‘

($225 converted to fioating rate by interest rate swap) 300 300
7.58% notes due 2012 '

{converted to floating rate by interest rate swap) iz 12
5.80% notes ¢ue 2013 7 7
12.5% British Pound dehentures due 2014 1 10
4.65% notes due 2015

{converted to floating rate by interest rate swap) 100 100
7.09% notes due 2018 5

{converted to floating rate by interest rate swap) - 25 25
6.89% notes due 2018 B [
7.07% notes due 201B 2 2
6.875% notes due 2018 3 3
8-7/8% debentures due 2019

{$25 converted to floating rate by interest rate swap) 38 Kk
8.10% debentures due 2022 100 100
7.625% debentures due 2024

{$25 converted to floating rate by interest rate swap) 66 66
6-1/7% debentures due 2025 145 145
7.875% debentures due 2026 72 72
7.65% debeniures due 2029

{$79 converted to floating rate by interest rate swap) 200 200
5.45% debentures due 2034 . N

{$100 converted to floating rate by interest rate swap) 150 150
5.25% notes due 2035 ’

{$50 converted to floating rate by interest rate swap} 90 100
Other _ B _ B
Toial long-term debt 2,096 2,070
Less current portion of long-term debt |_322l _lZiU]
Long-term debt less current portion M | Slﬂ

Eaton’s United States operations have long-term revolving credit facilities of
$1.5 hillion, of which $300 will expire in May 2008, $700 in March 2010 and the
remaining $500 in August 2011. One of the Company's international subsidiaries
has a long-term ling of credit of Euro 100 million. The Euro 100 million floating
rate notes due 2008, which have a U.S. dollar equivalent of $132 at December
31, 2006, were borrowed under this line'of credit.

Aggregate mandatory annual maturities of long-term debt for each of the next
five years are $322 in 2007, $133 in 2008 $268 in 2009, $1 in 2010 and $6 in 2011.

Interest paid was $151 in 2006, $113 |n‘l2005 and $96 in 2004.
Eaton has entered into fixed-to-floating interest rate swaps to manage interest

rate risk. These interest rate swaps arg accounted for as fair value hedges of cer-
tain of the Company’s long-term debt. The maturity of the swap corresponds with
the maturity of the debt instrument as nated in the table of long-term debt above.
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Notes.to Consolidated; Fmanc;al Statements

A summary of interest rate swaps outstanding at December 31, 2008, follows
(currency in millions):

Interest rates at December 31, 2006

Fixed Floating

interest interest
Hotional rate rate Basis for contracted
amount recemved paid fiating interest rate paid
€100 6.00% Ca10% Bmonth EURIBCR+0.54%
$-20 - 7.37% 9.85% | Bmonth LIBOR+4.47% = |
$ 25 . 6.75% 5.89% | & month LIBOR+1.50% 1
$ 15 7.40% 734% 6 month LIBOR+1.95% |
$225 5.75% £.39% : 6 month LIBOR+0.78% |
§ 12 7.58% 7.15% ; Smanth LIBOR+1.76% _
$-100 465% . 54T% 6 manth LIBOR+0.12%
$ 2% C708% - 779% | 6 manth LiBOR+2.40% "<}
$ 5 8.86% 9.20% : 6 moiith LIBOR+3.84%  § -
$ 5 763% " 7BE% Smonth LIBOR+2.48% - ]
$ 75 765% - 7.98% ; 6 month LIBOR+2.58% i
3100 5.45% 583% :  + GmonthLIBOR.43% |
$ 50 5.25%° 552% ! Bmonih LIBOR+0.17% - ¢

. . e [ 5 i

The carrying values of cash, short-term investments and short-term debt in the
balance sheet approximate their estimated fair values. The estimated fair values
of other financial instruments outstanding follow:

2006 2005
Notional ~ Carrying Fair Notional Carying Fair
2mount value value amount value value
Long-term debt & !
current portion of o '
long-term debt () $(2,098) $(2.213) $i2.070: $2.221)
Foreign currency T i
principal swaps $192 5 ! oms 83 {2} (2}
Foreign currency .
{orward exchange : :
contracts (23) (6) i ¥l] 12 5 §
Fixed to floating 7 b
interest rate swaps S B28 015 il 1,080 12 12

lal Includes foreign currency denominated debt.

The estimated fair values of financial instruments were principally based on
quoted market prices where such prices were available and, where unavailable,
fair values were estimated based on comparable contracts, utilizing information
obtained from established, independent providers. The fair vatue of foreign cur-
rency principal swaps, which related to the Euro and Pound Sterling, and foreign
currency forward exchange contracts, which pnmanly related to the Euro, Pound
Sterling, Japanese Yen and U.S. Dallar, were estlmated based on quoted market
prices of comparable cantracts, adjusted through interpolation where necessary
for maturity differences. These contracts mature during 2007 thraugh 2009,

Retirement Benefit Plans
Adoption of Statement of Financial Accounting Standards No. 158

On December 31, 2006, Eaton adopted Statement of Financial Accounting
Standards {SFAS} No. 158, "Employers’ Accounting for Defined Benefit Pensign
and Other Postretirement Plans, an amendment of FASB Statements No. 87, 8a.
108, and 132(R}" SFAS No. 158 requires employers to recognize on their balance
sheets the net amount by which pension and oiher postretirement benefit plan
liabilities are overfunded or underfunded. SFAS No. 158 replaces SFAS No. 87's
requirement to report at least a minimum pension liability measured as the
excess of the accumulated benefit obligations over the fair value of plan assets.
Under SFAS No. 158, all actuaria! gains and losses and prior service costs are
recognized, with an offsetting increase in accumulated other comprehensive
loss in shareholders’ equity, net of income tax benefits. SFAS No. 158 does nat
change the amounts recognized in the income statement as net periodic benefit

. |
cost. The incremental effect on Eaton of applying SFAS No. 158 on individual
line items in the Consclidated Balance Sheet at December 31, 2006 follows:

Effect of adopting SFAS No. 158

t ! Before Other After
adoption of post- adoptioq of
SFAS Pension  reticement SFAS,
No. 158 liabilities  liabilities No.158
Nan-current deferred income tex assets $ 33 §$ 8 §$ug 3 50']
Other a?sets ‘ 182 (26} 1 ’ 15[6
Total assets ‘ 1239 $ 58  $ns 1417
Other current liabifities [ | sitoBy § 0§ 8§09
Non-current liabilities | . B
Pensilans i (730} {212y - " (942
" Dther postretirement benefits B20) -, j248) [?6??
Total IiaPiIilies B851) $(222) $Y28 (.
Accumylated other comprehensive loss
in Shareholdess' equity : $ 567 $163 $[11g % 84?
Total Sh;arehnlders' equity ‘ {4388) § 163 - $ing- (4.10'?)

i
Hetirem{ent Benefit Plan Liabilities and Assets

Eaton has defined benefit pension plans and other postretirement benefit
plans. Components of plan obllganons and assets, and recorded liabilities an
assets follow: . ‘

=15

6ther postretirement
Pension liabilities I fiabiities
2006 2005 2006 2005

Changes; in benefit obligation

Benefit obligation at beginning of year | $(2,782)1 $i2601) | $(873y] $ (856)
Service cost t " (144) {119) [17) {18)
Interest cost | 147) (141) (45) {48)
Actuarial {foss] gain _ (165§  (190) {9) 3
Benefits paid ‘ 224 206 97 97
Prescnptmn drug subsidy received . A8

Forelgn currency translation ) tH'i'_l Bl g

Business acquisitions . {4 (13 . {2}
Other (10} ) tE L]

Benefi;t obligation at end of year {3.125)] {2.782) (854} {873)

Change in plan assets
Fair va.Iue of plan assets ‘ :
at beginning of year 1,916 1,852

Actual return on plan asseis 248 04

Employer contributions . 161 97 97 97

Beneflts paid [224) {206) (97} (97

Ft]lElgn currency translation .B6. {50) .

Busmess acquisitions ' ’ 13

Other | 8 6

Fairvarue of plan asseis at end of year 2173 1916 | l 0 0
Funded status ! (952)| (866} | (B54)| (673
Contributions after measurement date 3 2 17 8
Unrecognized net actuarial loss : ’ 1,053 : 246
Unrecognlized prior service cost ! 23 1 (7]
Amount recagnized in Consolidated i
Balance Sheet ${949)| $ 21z | $(8a7}] $1(626)




Amounts recognlzed in the Consalidated Balance Sheet, which reflect the
adoption ‘of SFAS No. 158 at December 31, 2008, follow:

Other postretirement

Pension liabilities liabilities
2005 - 2006 2005
Non-current assets e
Current Iiebilr’ties 813§ (89
Non-current liabilities (537}

] . (766)
Accumulated other comprehensive loss S
Amount recognized in Consolidated
Balance Sheet

sEan] § %)

Amounts recognized in Accumulated other comprehensive loss at December
31, 2008, before income tax benefits, follow:

Other
Persion  postretirement
liabilities liabilities
Net actuajriai loss }1"051‘ : $ 245
Prior service cost 1123 . [7|
Total before income ta« benefits $1 074 $ 738

_;“.‘ i

Prior to December 31, 2006, SFAS No. 87 required recognition of a minimum
liability fDr those pension plans W|th accumulated benefit obligations in excess
of the fair values of plan assets at the end of the year. Accordingly, in 2006, 2005
and 2004, Eaton recoitied non-cash charges in Accumulated other comprehensive
loss of $9, $100 and $73, respectively, ($8, $64 and $48 after income tax benefits,
respectwely] refated to the acfdmondl minimurm liability for certain underfunded
pension plans. As a result of the adoptlon of SFAS No. 158, at December 31,
2008, Eaton recorded non-cash charges in Accumulated other comprehensive
loss in Shareholders equity of $248 ($163 after-tax) for pension benefits and
$238(81 19 after-tax) for other postretirement benefits as a one-time adjustment
to initially apply the new Standard. Pension funding requirements are not
affected by the recording of these charges.

Pension Plans

The measurement date for all pension obligations is November 30. Effective for
fiscal years ending after December 15, 2008, SFAS No. 158 will require year end
measurements of plan assets and benefit obligations, eliminating the use of
eartier rneasurement dates currently permissible. Assumptions used to deter-
mine pension benefit obfigations and costs follow:

United States &
non-United States plans
United States plans (weighted-average)
2006 2005 2004 2006 2005 2004
Assummiens used to B
determlne benefit L
obllgalmn at year-end ) 1_,_-'4
Discount rate 560%} 575% 6.00% 551% 9581%
Rate of compensation AR
increase 350%} 350% 3.50% 367% 3.60%
Assumpuans used to .
determing cost !
Discount rate 575% |, 600% 6.25% 581% B6.11%
Expected long-term e
retumunplanastets 8.75%‘ 875% 875% 841% 8.50%
Halenfcnmpensatmn e ot
mcrease '350% 1 350% 350% [3E7%4 3.60% 360%

The expected lang-term rate of return on pension assets was determined
separately for each country and reﬁects long-term historical data, with
greater weight given to recent years, and takes into account each plan's
target asset allocation.

The components of pension henefit cost recorded in Statements of Consalidated

Income follow:
2006 2005 2004

Service cost £$ (144 $m19) $0109)
Interest cost nang 04 {134)
Expected return an plan assets g 166 179
Amortization 149) (26)

{143) {84)
Curtailment loss 0] (2)
Settlement loss 134) (31}
Costs recorded in Statements of Consolidated Income | $ |243j_ $0178) $n7)

Dther changes in plan assets and benefit liabilities recognized in Accumulated

other comprehensive loss, before income tax benefits, follow:

2006
Accumulated other comprehensive loss at S
beginning of year $ 817"
Change prior to adoption of SFAS No. 158 L. 9
Change due to adoption of SFAS Ne. 158 " 248~
Accumulated other comprehensive loss at end of year

$1.074

The estimated net loss and prior service cost for the defined pension plans that
will be recogmzed from Accumulated other comprehensive loss into net periodic
benefit cost in 2007 are $106 and $3, respectlvely

The total aceumulated benefit obhganen for all pension plans at December 31,
2006 was $2,899 and at year-end 2005 was $2.544. The components of pension
plans with an accumulated benefit abligation in excess of plan assets at

December 31 follow:

2006 2005
Prajected benefit obligation i f$1}.1[]1. $2.71
Accumulated benefit obligation 2,876 2,533
Fair value of plan assets 1.902

12,1507

United States pension plans represent 67% and 70% of benefit obligations in
2006 and 2005, respectively.

The weighted-average pension ptan asset allocations by asset category at
December 31, 2006 and 2005 are as follows:

2006 2005

Equity securities _' 80% 79%
Debt securities 7% 18%
QOther v . 3%
T100% § 100%

Investment palicies and strategies are developed on a country specific basis.
The United States plan represents 68% of worldwide pension assets and its
target allocaticn is 85% diversified equny 12% United States Treasury Inflation-
Protected Securities, and 3% cash equwalents The United Kingdom plan
represents 25% of worldwide pension a:ssets and its target allocation is 70%
diversified equity securities and 30% United Kingdom Government Bonds.
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Notes to Consohdated Fman%fafStatements

Contributions to pension pians that Eaten expects to make in 2007, and made in

2006, 2005 and 2004, follow:

2005 2004

Voluntary
United States $ 50 §75
United Kingdom 14 18
Other _33 4

$ 97 $134

At December 31, 2006, expected pensian benefit payments for each of the next
five years and the five years thereafter in the aggregate are, $190 in 2007, $198
in 2008, $207 in 2009, $217 i in 2010, $230 n 2011'and $1,351 in 2012-2016.

The Company also has various defined- r:ontrrbutron benefit plans, primarily
consisting of the Eaton Savings Plan in the Unlted States. Total coniributions
related to these plans charged to expense were $55 in 2006, $48 in 2005, and’
$44 in 2004.

Other Postretiremant Bengfit Plans

The measurament date for all other postretrrement benefit plan obligations
is November 30. Effective for fiscal years ending after December 15, 2008, |
"SFAS No, 158 will require year-end measurements of plan assets and benefit
obligations, eliminating the use of earlrer measurement dates currently |

permissible. Assumptions used to determine other postretirement benefit
obligations and cost follow:

Assumptions used to determing

benefit ohligation at year-end
Discount rate )
Health care cost trand rate assumed for next year
Ultimate health care cost trend rate :
Year ultimate health care cost trend rate is achreved

6.00%
10.00%
4.75%

Assumptions used to determing cost

Discount rate . 6.00% 6.25%
Initial health care cost trend rate . 10.00% 9.00%
Ultimate health care cost trend rate ! 4.75% 5.00%
Year ultimate health care cost trend rate is achleved

2014 2007

The components of other postretirement benefits cost recorded in Statements
of Consolidated Income follow:

2005 2004

Service cost . $ (16} §(17)
Interest cost (48} {63}
Amartization _ (o 9
74} 179)

Curtailment loss L _
Costs recorded in Statements of Consolidated Income $(74) $180)

Other changes in ather postretirement benefit Irabllrtles recognized in Accumu-
lated other comprehensive loss at December 31! 2006 were $238, befare i income
tax benefits. Estimated net loss and prior service cost for other postretirement’
benefit plans that will be recognrzed from Accumulated ather comprehensive ,
loss into net periodic benefit cost in 2007 are $12 and ${1), respectively.

|'f|l ’

]
Assumed health care cost trend rates may have a significant effect on the
amounts reported for the health care plans. A 1-percentage pornt change in
the, assumed health care cost trend rates would have the following effects:

o

! [
Effect on total of service and |
interest cost ‘

Effect on other postretirement

I|ab|frt|es ‘
|
|

1% Increass t% Degrease

At December 31, 2006, expected other postretirement benefit payments for
each of the next five years and the fi ive years thereafter in the aggregate are
$92 in 2{107 and 2008, 831 in 2009, $89 in2010,$93in 2011 and $419in 2012-
2[)18 The expected subsidy recelpts related to the Medicare Prescrlptton Drug,
Improvement and Moderation Act of 2003 that are included in the other
postetirement benefit payments Irsted above for each of the next five years
and the f ive years thereafter in the aggregate are, $8in 2007, $9 in 2008, 2009
and ?UfO '$10in 2011 and $49in 2012-2016.

Protectlon 01 The Environment

Eaton haé established policies 1o en‘sure that its operations are conducted in
keeping wrth good corporate crtrzenshrp and with a positive commltment to
the' protectron of the natural and workplace environments. For example, each
manufactunng facility has a person responsible for envlronmental health
and safetv (EHS) matters. All of the Company’s manufacturing facrlltles are
requrred to be certified to 150 14001, an international standard for envrronmental
management systems. The Company routinely reviews EHS performance at
each of |ts factlities and continuously strives to imprave pollution prevention
at |ts facrlrtres

Asa result of past operations, Eatan is invelved in remedial response and
voluntan; environmental remedratlon ata number af sites, mcludlng certain
of its currently -pwned or farmerly- owned plants. The Company has also been
named a potentially respansible party [PRP) under the Federal Superfund law
atanumber of waste disposal sites! f

A n!umber of factors affect the cost of environmental remediation, including the
numher of parties invelved at a partrcular site, the determination of the extent
of contamma'oon the Iength of time the remediation may require, the complexrty
of envrronmental regulations, and the continuing advancement of remediation
technology Taking these factors mto account, Eaton has estrmated {without
drscountrng] the costs of remedratron which wilt be incurred over a period of
several years The Company accrues an amount consistent with the estimates,
of these costs when it is probabte that a liability has been mcurred At December
31,2006 and 2005, the balance sheet included a liability for these costs of $64
and $75, respectively. f

Based upon Eaton’s analysis and subject to the difficulty in estimating these
future costs the Company expects that any sum it may be requrred to payin

connectlon with environmental matters is not reasonably likely to exceed the
||ab|||ty bv an amount that would have amaterial adverse effect on its financiai
position, Tesults of operatrons or cash flows. All of these estrmates are forward-
looking statements and, given the mherent uncertainties in evaluatmg

envrronmental exposures, actual results can differ from these estimates.

Contmgencles

Eaton 15 suh]ect to a broad range of clalms administrative proceedings, and
Iegal proceedings, such as Iawsurts that refate to contractual allegations,
patent infringement, personal i rnjunes {including asbestos clarms] and employ;
ment related matters. Although it |s not possible to predict with certarnty
the outoome or cost of these matters the Company believes that these matters
will not have amaterial adverse effect on its financial position, results of
operatrons or cash flows. r

v




Shareho!ders’ Equity

There are 300 million Common Shares authorized {$.50 par value per share), 146.3
million of which were issued and outstandrng at year-end 2006. At December
31, 2008, ‘there were 8,868 holders of record of Common Shares. Additionally,
20,356 current and former employee.s were shareholders through participation
in the Eaton Savings Plan (ESP) and Eaton Personal Investment Plan [EPIP).

On January 22,2007, Eaton announced that it had authorized a new 10 million
Common Share repurchase program replacing the 1.3 million shares remaining
from thelto mitlion share repurchase authorization approved in April 2005, The
shares are expected to be repurchased over time, depending on market condi-
tions, share price, capital levels and other considerations. During 2006, Eaton
repurchalsed 5.286 million shares in the open market at a total cost of $386.

During 2005, Eaton repurchased 7.015 million shares in the open market ata
total cost of $450. During 2004, 4.243 million Comsmon Shares were repurchased
in the open market at a total cost ol $250.

Eaton has plans that permit certain employees and directors to defer a portion
of their compensatlpn The Company has deposited $31 of Common Shares and
marketable securities into a trust at December 31, 2006 to fund a portion of
these liabilities. Thiz marketable securities were included in Other assets and
the Common Shares were included in Shareholders equity at historicat cost.

l
Stack Options

|
Under various plans, stock options have been granted to certain employees

and drrectors to purchase Common Shares at prices equal to fair market value
on the date of grant. Substantially alI of these options vest ratably during the
three- year period following the date of grant and expire 10 years fram the date
of grant. During 1997 and 1998, stock options were granted that have a provision
for accelerated vesting if the Company achieves certain earnings per Common
Share targets or cestain Common Share market price targets. One-half of these
options vest based on the achrevement of earnings per share targets and the
other half vest based on the achrevement of Commaon Share market price targets.
If the targets are not achieved, these options vest 10 days before the expiration
of their 10 -year terin. Subsequent to the issuance of these options, the Comman
Share prtce targets were achieved and the related optrons vesied. As of
December 31, 2006, 1.8 million stack options with earnings per share targets
were outstandmg that have not vested, because the eamings per share targets
have not been achisved. Of these optrons 1.4 million became exercisable, and
were exercised during the second and third weeks of January 2007.

Effective January 1, 2006, in accordance with SFAS No. 123{R), “Share-Based
Payment Eaton bizgan to record compensation expense under the “fair-value-
hased” method of accounting far stor:k eptions granted to employees and
drrectors Expense for stock optrons in 2006 was $27 pretax ($20 after-tax, or
$.13 per Common Share both assummg dilution and basic}. Additionally, the
adoptron of $FAS No. 123(R) reduced cash provided by operating activities

by $28 in 2006 and increased cash provided by financing activities by $28,
because the new Statement requires, for the first time, certain income tax
beneﬁts resulting from exercises of stock options to be included in cash
provided by financing activities.

The Company adepted SFAS No. 123(R] using the "modified prospectrve appli-
gation”/method and, consequently, financial results for periods prior to 2006
were not restated for this accounting change. Under the modified prospective
method compensatron expense for stock options includes expense for all
optrons granted prror to but not yet vested as of the end of 2005, and expense
for optrons granted beginning in 2006, based on the grant date fair value of the
optrons Expensa i3 recognized on ‘a straight-line basis over the period the
employee or director is required to pravide service in exchange for the award.
Prior to 2006, as allowed by SFAS No 123, " Accounting for Stock-Based Com-
pensation”, stock optrons were accounted for using the intrinsic-value-based
method in Accounung Principles Board (AP8) Opinion No. 25. Under that
method no compensatron expense was recognized on the grant date, since on
that date the opticn exercise price equaled the market price of the underlying
Cammon Shares.

The fair value of stock options granted was estimated using the Black-Scholes
option pricing model. A summary of the assumptions used in determining the
fair value of options follows:

206 2005 2004
Expected volatility ’ 25% 77% 28%
Expected option life in years S 5 5
Expected dividend yield ’ 2.0% 2.0% 25%
Risk-free interest rate 43%w50% 1 37%1044% 3.1% t0 3.8%

Application of the Black-Scholes optlon pricing model involves assumptions that
are judgmental and affect compensatron expense. Historical information was
the primary basis for the selection of expected volatility, expected option life,
and expected dividend yield, Expected volatility was based on the most recent
historical period equal to the expected Irfe of the option. The risk-free interest
rate was based on yields of U.S. Treasury zero-coupon issues with a term equal
to the expected life of the option, an the date the stock aptions were granted.

The weighted-average fair value of stock options granted per aption was $16.80
in 2006, $16.73 in 2005, and $13.29in 2[}04 The total fair value of stock options
vesting was $29 in 2006, $24 in 2005 and $21in 2004. As of December 31, 2006,
the total compensation expense not yet recognized related to nonvested stock
options was $38, and the weighted- average period in which the expense is
expected to be recognized is 1.5 years.

A summary of stock option activity for 2006 follows {shares in millions):

Weighted-

Weighted- average

verage remaining  Aggregate

price per contractsal  intrinsic

option Options  lifeinyears  value
Qutstanding January 1 $42095. 144
Granted 68.67° 19
Exercised 38 . (3
Canceled 6213 (2
Outstanding December 31 $4801 130 53  §1382
Exercisable December 31 $4225 73 49  $239.
Reserved for future grants December 31 .- 52 ’ B )
The aggregate intrinsic value in the table above represents the total pretax

difference between the $75.14 closmg price of Eaion Common Shares on the
last trading day of 2006 over the exercrse price of the stock option, multiplied
by the number of options outstandmg and exercisable. Under SFAS No. 123,
the aggregate intrinsic valug is not recorded for financial accounting purposes
and the value changes based an the daily changes in the fair market value of
the Company's Common Shares.

Information related to stock options exercised follows:

2006 2005 2004
Proceeds from stock options exercised $108 $ 68 $138
Income tax benefits related to stock options exercised
Reported in operating activities
in statement of cash flows 8 21 a4
Reparted in financing activities
in statement of cash flows 28
Intrinsic value of stock options exercised 102 74 142
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Notes to Consolidated:Financial.Statements
Prior to 2006, Eaton applied the disclosure-only provisions of SFAS No. 123,
“Accounting for Stock-Based Compensation”. Ifjthe Company accounted for its

stock options under the fair-value-based method of SFAS No. 123, net income

and net income per Common Share would havelbeen as follows: !
|

2005 2004
Net income
As reported $ 805 $ 648
Stock-based compensaticn
expense, net of income taxas _ gy 3
Assuming fair-value-based method $787 3635
Net income per Common Share assuming dilution
As reported $523 $43
Stock-based compensatian
expensg, net of ingome taxes | 12 o8
Assuming fair-value-based methad $51 $4.05
Net income per Common Share basic )
As reported $536 $424
Stock-based compensation
expense, net of income taxes , _ L1 09)
Assuming fair-value-based method $524 $4.15
Accumulated Qther Comprehensive Income {Loss)
The components of Accumulated other comprehensive income {loss) as
reported in the Statement of Consolidated Sharehalders’ Equity follow:
2005
Fereign currency translation and related hedging instrujmems
{net of income tax benefits of $22 in 2006 and $6 in ?005] ${(117)
Deferred {loss} gain on cash fiow hedges {net of income tax
benefits of $1 in 2006 and income taxes of $2 in 2005) 4
Pension liabilities {net of income tax benefits of $367 i |n 2006 ;
and $281in 2005) i (536)
QOther postretirement liabilities {net of income
tax benefits of $119)
$ (649)

A discussion of the adjustments related to pension and other postretirement
benefit liabilities is included in the “Retirement Benefit Plans” Note above.

Income Taxes

For financial statement reporting purposes, income from continuing operations
before income taxes is summarized below based on the geographic locaticn of
the operation to which such eamings aré attnbutable Certain foreign operations
are branches of Eaton and are, therefore, subject to United States as well as
foreign income tax regulations. As a result, pretax income by location and the -
components of income tax expense by taxing jurisdiction are not directly
related. For purposes of this note to the consolldated financial statements,
non-United States operations include Puerto H|c0

United States
Non-United States

|
Income tax expense for continuing operations
i 006 2005 2004

Current s -
United States S
| Federal $144 $69 $129
! Slate&lm:al . 7{9) ‘3 5
Non- Un'ned States . o 14 140 126
'. i e 2z w0
Deferred ! | » ' '
United,States | k’f _ \
' Fedefal ‘ 25 () {132)
State & local \ 2. {
Non-quted States i 9 {14
| i B oy )
} | -$.77.1 8198 $128

i
Reconciliations of income taxes from the United States Federal statutary rate
1o the effective income tax rate for cantinuing aperations follow: !

| |

c | w6 2005 2004
Income tases at the United States statutary rate 350%| 350%  350%
United Slates state & local income taxes - 1.5% 05% 0.7%
Other Unned States-nat (0 B%)i {3.7%) 10.9%)
Non Umled States aperations (earnings taxed '

at other. lth:a.n United States tex rate) \ l18 %) {(12.7%)  114.2%)
Adqutmen_t of worldwide tax liabilities - (_B_Z%I _‘ @%]

*' ! J8% 1 190%  167%

I 2006 and 2004, Eaton recorded i |ncome tax benefits of $90 and $30‘ respectively,
resulting from the favorable resolution of multiple income tax |tems The income
tax beneﬁt in 2006 reduced the effectwe income tax rate for full year 2006 from
17.0% to 7.8%. The income tax benefi t in 2004 reduced the effective income tax
rate for full year 2004 from 20.6% to 1ﬁ 7%.

Eatogn has Iurunanufat:turmg operations |n Puerto Rico that operate under certain
Unlted States tax law incentives related to the repatriation of earmngs that
exp:red at the end of 2005. Income tax credits claimed under these incentives
were 833 |n each of 2005 and 2004, The elimination of these repatnatlon laws
did nut have an adverse tmpact on thelz Company's effective i |ncome tax rate,

Slgnlf cant components of current and long-term deferred income taxes follow:

| & 2006 \ 2005
' \ Curent  Long-term Curam Long-term
| assets assets assels assets
Accruals & ‘other adjustments | e |
Emplovee bensfits ! $ 85 $470
Depremaunn & amortization | e (32 | {288)
Other accrvals & adjustments g5 147 52
Olher iiemsI 1 14 12
Unlled S:ates Federal income tax .
credlt carryfom'ards | .81 110
Unned States state & local tax loss ‘ .
carryforwards and tax credit Coo
carryforwards | 92 9
NDn-Unlted States tax loss } L
ca!ryforwards | R 92
Valuation alllowance . ﬂ] - _I_Z_E]_l] _[Ij) wl
’ l $267, 2 $490-| $243  $352




At the end of 2006, United States Federal income tax credit carryforwards of
$51 were avarlable to reduce future deeral income tax liabilities. These credits
include $5 that expire in 2025 thruugh 2026, and $46 of which are not subject to
expiration: United Stetes state and local tax loss carryforwards with a future
tax beneﬁt of $63 are also available at the end of 2006. Their expiration dates
are$9in 2007 through 2011, $7 in 2012 through 2016, $25in 2017 through 2021,
and $22 in '2022 through 2026. A full vauation allowance has been recorded
for these state and lacal tax loss carryforwards, There are also United States
state and Ior:al tax credit carryforwards with a future tax benefit of §29 svailable
at the end ef 2006. Their expiration dates are $8in 2007 through 2011, $11in 2012
through 2[] 6, $6in 2017 through 2021, and $4 in 2022 through 2026. A valuation
allowancelof $26 has been recorded tor the state and local tax credit carryfor-
wards. A valuation allowance of $37 has also been recorded for certain other
state and local deferrad income tax assets.

At Decemtl)er 31, 2008, certain non-United States subsidiaries had tax loss
carryferwards aggregating $331 that are available to offset future taxable
income., Carn,rfonrvards of $148 expire at various dates from 2007 through 2021
and the balance has no expiration date A deferred tax asset of $96 has been
recorded for these tax loss carryforwards and a valuation allowance of $30 has
also been recorded for these tax loss carryforwards.

No provision has been made for incorne taxes on undistributed earnings of
consolidated non-United States subsidiaries of $2,530 at December 31, 2008,
since itis the Company's intention to |ndeﬁn|tely reinvest undistributed earn-
ings of its forergn subsidiaries. ltis not practicable to estimate the additional
income taxes and applicable foreign wrthholdrng taxes that would be payable
on the remrttance of such undrstrrbuted earnings. On October 22, 2004, the
American Jobs Creation Act of 2004 (the Act)was signed into law. The Act
provided fur a special one-time tax deductron of 85% of certain fareign earnings
that are repatrrated (as defined in the Act)in 2005. In fourth quarter 2005,

Eaton recorded inceme tax expense of $3 for the repatriation of $66 of foreign
eamnings ulnder the Act.

Worldwrde.lncome tax payments were §129in 2008, $171:n 2005 and $161 in 2004.
In June 2008, the Financial Accounting Standards Board (FASB} issued
Interpretation (FIN) Na. 48, “Accounting for Uncertainty in Income Taxes - an
interpretaticn of FASB Statement No. |09 which Eaton will adopt in first quarter
2007.FIN No 48 clarifies the accountmg for uncertainty in income taxes by
establrshrng minimum standa:ds far the récognition and measurement of
income tax positions taken, or expected to be taken, in an income tax return.
FIN No. 28 also changes the disclosure standards for income taxes. Eaton's histor-
ical policy has consistently been to enter into tax planning strategies only if it is
more lrkelylthan not that the benefit would be sustained upon audit. For example,
the Company does not enter into any of the Internal Revenue Service (IRS) Listed
Transactrdns as setferth in Treasury Reguiation 1.6011-4. Consequently, the

- Company does not expect the adoptren of FIN No. 48 tc result in the recording of

a material r|;umu|at|ve affect of a change in the accounting principle in 2007,

Other lnfprmation

Accounts IReceivahIe

Accounts rleceivable were net of an allowance for doubtful accounts of $23 and
$21 at December 31, 2006 and 2005, raspectively.

Inventoriels
The companents of inventories follow:

2005
Raw materi;als $ 469
Work-'rn—prncess 265
Finished golods 442
Inventaries at FIFO 1,176
Excess of FIFQ over LIFO cost 71
$1,098

Inventories at FIFQ accounted for using the LIFO method were 52% and 51% at
the end of 2006 and 2005, respectively.

Warranty Liabilities
A summary of the current and long-term liabilities for warranties follows:

2005 2004
Balance at the beginning of the year §152 3125
Current year provision 93 108
Business acquisitions 3 12
Claims paid/satisfied 87 (84)
Other (4) 1
Balance at the end of the year $157 $182

Lease Commitments

Eatcn leases certain real properties and equ{pment. Minimum rental commit-

ments under noncancelable operating Ieeses. which expire at various dates

and in most cases contain renewal options, for each of the next five years and
thereafter in the aggregate were, $87 in 2007, $70 in 2008, $50 in 2009, $39 in

2010, 528 in 2011 and $49 thereafter.
Rental expense was $124 in 2006, $115 in 2005, and $112 in 2004,
Net Income per Common Share
A summary of the calculation of net incame per Common Share agsuming dilution
and basic follows (shares in millions);
2006 2005 2004
Income from continuing operations 5 '912_ $799 $ 540
Income from discontinued operations ".-.38; 6 8
Net income $950] $805  $648
Average number of Common Shares ,,;f o _-r
outsianding assuming diiution 152.9 1540 157.1
Less dilutive effect of stock options ST 38 40
Average number of Common Shares L
outstanding basic '-150;2' 150.2 1531
Net income per Common Share assuming dilutjen ?
Continuing operations $5 97~ $519 $4.07
Discontinued operations 25f .04 08
736.22 $5.23 $4.13
Net income per Comman Share basic D,
Continuing operations $5 07: $5.32 $4.18
Discontinued operations - 25 04 .08
.$5.32"’ §536  $4.24

Business Segment & Geographic Region Information

Eaton is a diversified industrial manufactur"er with 2006 sales of $12.4 billion. The
Company is a global leader in the design, manufacture, marketing and servicing
of elactrical systems and components for bower guality, distribution and control;
fluid power systems and services for industrial, mobile and aircraft equipment;
intelligent truck drivetrain systems for safety and fuel economy; and automotive
engine air management systems, powertrain solutions and specialty controls for
performance, fusl ecanomy and safety. The Company had 60,000 employees at
the end of 2006 and had sales to customer‘s in more than 125 countries. Major

products included in each business segment and ather information fellows.

Electrical

Low and medium voltage power drstrrbutlon and control products that meet
ANSI/NEMA and IEC standards; a wide range of circuit breakers, and a variety

of assemblies and companents used in managing distribution of electricity to

industrial, utility, light commercial, residential and OEM markets; drives,
contactors, starters, power factor and harmonic correction; a wide range of
sensors used for position sensing; a full range of operator interface hardware
and software for interfacing with machines, and other motor control products

used in the control and protection of electrical power distribution systems;

L]}
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a full range of AC and OC Uninterruptible Power Systemns (UPS}; power
management software, temote monitoring, turnkey integration services and
site support engineering services for electncal power and control systems | i

Fluid Power

All pressure ranges of hose, fittings, adapters, couplings and other fluid power
connectors; hydraulic pumps, motors, valves, cyimders power steering units,
tube connectors, fittings, transaxles and transmlsslons electronic and hydraulic
controls; electric motors and drives; fiitration products and fluid-evaluation!
products and services; aerospace products and systems— hydraulic and
electrohydraulic pumps, and integrated syslem packages, hydraulic and
electromechanical actuators, flap and slat systems nose wheel steering systems,
cackpit controls, power and load management systems, Sensors, fluid debris
monitoring products, illuminated displays, mtegrated displays and panels,
relays, valves, sealing and pneumatic systems for large commercial aircraft
and reglonal jets, products for aircraft englnes fuel sysiems, cabin airand '
de-icing systems, hydraulic systems, fow- pressure airframe fuel systems,
electromechanical actuation, air ducting, hydraulic and power generation,

and fluid distribution systems for fuel, hydraulies and air; products for industrial
equipment; clutches and brakes for industrial mach:nes golf grips and precision
molded and extruded plastic products

Truck

Heavy-, medium-, and light-duty and agricultyral mechanical transmissions;
heavy- and medium-duty automated transmlssmns heavy- and medium-duty
clutches; and a variety of other products mr:ludmg gears and shafts, transfer
hoxes, gearshift mechanisms, rotors, eleotronlc diagnostic equipment for
commercial vehicles, and collision wamning systems

Automotive

Engine valves, valve actuation components, engine displacement control
components; advanced valvetrain and fusl management systems to enhance
fuel economy and emissions; cylinder heads, superchargers, superturbo
compounding; advanced air and hydrogen management devices for fue! cells;
limited slip and locking differentials; electronically controlled traction modifi-
cation devices; off road performance and racing difterentials; precision gear
forgings; compressor control clutches for mabile refrigeration; mirrar actuators
and powerfolding actuators; transmission controls on-board vapar recovery
systems; fuel level senders; exhaust gas recrrculatlon valves for heavy-duty
engines; turbocharger waste gate controls: and intake manifold control valves

Other Information

The principal markets for the Electrical segment are industrial, non-residential
and residential conskruction, commercial, government, institutional, and
telecommunications customers. These customers are generally concentrated
in North America, Europe and Asia/Pacific; however, sales are made globally.
Sales are made directly by Eaton and |nd|rectly through distributors and manu-
facturers representatives to such customers.

The principal markets for the Fluid Power segment are original eqmpment
manufacturers and aftermarket customers ofloﬂ highway agricultural vehicles,
consteuction vehicles, aircraft, and industrial and stationary equipment. These
manufacturers are located globally and most sales of these products are made
directly to such manufacturers.

The principal markets for the Truck and Autometive segments are original
equipment manufacturers and after-market customers of heavy-, medium-, and
light-duty trucks and passenger cars. These manufacturers are locaied globally
and most sales of these products are made directly to such manufacturers.

No single customer represented more than 10% of net sales in 2008, 2005 or
2004, Sales from United States and Canadian operations to customers in foreign
countries were $709 in 2006, $568 in 2005 and $504 in 2004 {6% of sales in
2006, and 5% of sales in 2005 and 2004}.

The accounting policies of the business segments are generally the same as the
policies described under "Accounting Policies” above, except that inventories
and related cost of products sold of the segmems are accounted for using the

FIFD method and operating profit only reflects the service cost component
related to pensions and other postreurement benefits. Intersegment sales an
transfers are accounted for at the same prices as if the sales and transfers
were made to third parties. . ‘

In|accordance with SFAS No. 131, for purposes of business segme‘.nt performance
MEasurement, the Company does not allocate to the business segments items
that are, 'of a non-operating nature or corporate organizational and functional
expenses of a governance nature. Corporate EXpENses consist of corporate office
expenses including compensation, benefits, occupancy, deprecratmn and other
adm:mstratwe costs. Identifiable assels of the business segments exclude good-
will, other intangible assets, and general corporate assets, whlch principally
con5|st of cash, short-term rnvestments deferred income taxes, certaln accounts
recewable certain property, plant and equipment, and certain other assets.

[=%

Geographlc Region Information

' l | Segment
: operaling Long—livlad
' Net sales pruﬁt assets
2006 j ; R e
United States $ 85567 $1.188
Canada ‘ T A 16
Europe | 2423- .4 B0, . 57
Latin‘America : 1090 = [120 318
AsiafPacific | 8B &7
- Eliminations | LI
srzsro‘ s
205 | "
United $tates r $7666 $1.018  $1.191
Canada 315 28 18
Europe 2,084 110 533
LalinlAmerita 1,036 136 ZSp
Asia/Pacific 797 80 137
Eliminations (879) |
r $11.019 | $2175
2004 | ‘
United States $6806 $[778 $1.215
Canada 261 37 16
Europe 1,922 138 547
. Latin'America 774 107 244
¢ Asia/Pacific : 678 79 125
Eliminations (730) '
$ 9,712 $2.147

f

Net sales and segment operating proﬁt are attributed to geograph:cal fegions
based upon the location of the selling unit. Long-lived assets consist of property,
plant and equipment-net.
Busmess segment operating proﬁt was reduced by acquisition integration
charges, as follows: |

| ‘ \

Umted Stares
Europe

Latin America
AsiaPacific




Business ‘Segmem Infermation 2006 2005 2004
Net salesl‘ :
Electrical $ 4184 $ 3,758 $ 3.072
Fluid Power 3983 3240 3.098
Truck 2520 2,288 1,800
Autométive 1,683 1,733 1,742
| $12.370 $11,019 $ 9712
—_ - —_—
Operating profit ‘
Electrical § 474 $ 375 $ 243
Fluid Power 422 | 339 338
Truck 448 | 453 329
Automotive 137 ] 225 229
Corporate i o
Amnrtigation of intangible assets {51) {30} (25)
Interest expense-net (104) | {90} (79)
Minority interest o) | (5) (6)
Pensiqn & other postretiremeni benefit expense (152} . {120) (75)
Stock gption expense (27
Other corporate expense-net (148) i | {159} (186)
Income from continuing operations before income taxes 98 988 768
Income taxes 7 189 128
Income from continuing operations 912 799 640
Income fram disconzinued operations, net of income taxes ! 38 6 8
, e —
Net income o8 950 i | § 805 $ 648
| T T
. |
Business segment operating profit was reduced by acquisition ! r
integration charges, as follows: ; i |
Electrical s 7 l s o $ 33
Fluid Power ‘ 23 l 7 8
Truck : 5 ! ' 4
Automotive ;‘ 5 | 4
$§ 40 ’ $ 36 § M
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‘ 2006 . 2005 2004
Identifiable assets ; SRt |
Hectrical ! - § 1869 § | $ 1.454 | $ 1,469
Fluid Power [ . 20077% 1787 | 1.527
| Truck . L0155 1054 940
' Automotive E L BA04 960 974
(TR S -
“Ese | 5,265 4910
Goodwill 303 3139 | 2433
Other intangible assets ‘ ©oge9f 626 T
Corporate i ) 8;33; i 1,188 1,088
Total assets ! LE1417 ] $10218 $ 9075
Expenditures for property. plant & equipment ' N
Electrical . 25 —74}-'; ‘ $ 59 £ 55
Fluid Power 1 12 76 83
Truck ! : 667 | 99 S0
Automotive l 719y 108 N
i w } _ —
| © 3008 | 342 319
Carporate | 20 21 "
; s 30:) ¢ 8 36 $ 330
—_— | —_— —_—
Bepreciation of property, plant & equipment ' ! 4
Electrical i : : § B $ 83
Fluid Power ' : 94 9
Truck ' 5 70 61
Automotive % , 84 79
1 ' 332 314
Corporate ! e 22 i 19 23
.3 0.1 | 0§ 3 $ 337
R
\
;




Managemer’rt’sbiscu'ssion.&Tnalysis of Financial Condition & F!esults| of Operations

L oo
Dollars in milliens, except for per share data {per share data assume dilution)

Overview of the Company

Eatonisa drversrf ed industrial manufacturer with 2006 sales of $12.4 biltion.
The Company is a global leader in the design, manufacture, marketing and
servicing of electrical systems and components far power quality, distribution
and control fluid power systems and services for industrial, mobile and aircraft
equrpmenlt |nteillgent truck drrvetrarn systems for safety and fuel economy;
and automotive engine air managemem systems, powertrain solutions and
specialty controls for performance, fuel econgmy and safety. The principal
markets for the Electrical segment are industrial, non-residential and residential
conslructron commercial, government, institutional, and telecommunications
customers These customers are generally concentrated in North America,
Europe and Asia/Pacific, however, sales are made globally. Sales are made
directly by Eaton and indirectly through distributors and manufacturers repre-
sematrves to such customers. The principal markets for the Fluid Power
segment are original equipment manufacturers and aftermarket customers of
off- hrghway agricultural vehicles, construction vehicles, aircraft, and industrial
and statronary equipment. These manufacturers are located globally and most
sales of these products are made drreclly to such manufacturers. The principal
markets for the Truck and Automotrve segments are original equipment manu-
facturers and after-market customers of heavy-, medium-, and light-duty trucks
and passenger cars. These manufacturers are located globally and most sales
of these products are made directly to such manufacturers. The Company had
60,000 employees at the end of 2006 and had sales to customers in more than
125 countries.

Highlights of Results for 2006

Eaton experrenced continuing strong economic conditions in 2006 in most of its
end markets and posted record financial results. Sales of the Electrical, Fluid
Power and Truck business segments rmproved in 2006 compared to 2005, seiting
new records Salescf the Automotrve segment were lower than 2005 due to
declings in the North American and European automotive markets. Operating
profit for the Electrical and Fluid Power segments were also new records in
2006. Dur_rng 20086, Eaton continued to make progress towards key corporate
goals of 1}accelerating organic growth by outgrowing end markets, 2) acquiring
and integrating new businesses and and 3} proactively managing its capital.

In first qufarter 2008, Eaton announced, and began to implement, its Excel 07
program.|This pragram was a series of actions undertaken in 2006 intended to
address resource levels and operatrng performance in businesses that under-
performed in 2005 and businesses in which markets were expected to weaken
during the second half of 2006 and 2007, This program included plant closings,
as well as costs of relocating product lines and other employee reductions.
The Excel 07 prograra, which also rncluded savings generated from the actions
noted above gains from sales of non!strategic produci lines, and other corporate
actions, including the favorable resolution of multiple income tax items, had a
net positive impact on net income for 2008, as described below.

The follo{urng are highlights of 2006:

| 2006 2005 Increase
Continuing operations N
Met sales $12370 }$11.09 12%
Grass profit 3320} 3083 8%
Perc:em of net sales -268%] 28.0%
Incame before incorme taxes 988 988
Income after income: taxes $ 912 |§ 799 14%

I . . -
Income from discentinued operations,

net of income taxes 3 6

$ 950 ¢% BOS 18%

Net income

|
Neti income per Comeman Share assuming ditution

Contrnurng gperations $ 597 E § 518 15%
Discontinued aperations 25 04
$ 622 .]% .23 19%
Return on Shareholders’ equity 2“3,0%' 22.2%

Net sales in 2006 were a new record for Eaton, surpassing the previous
record set in 2005. Sales growth of 12% in 2006 consisted of 6% from crganic
growth, 5% from acquisitions of busrnesses and 1% fram fareign exchange
rates, Organic growth included 5% from end-market growth and 1% from
outgrowing end markets. ‘

Gross profit increased 8% in 2006 prrmarrly due to sales growth, the benefits
of integrating acquired businesses and contrnued productivity rmprovements
driven by the Eaton Business System (EBS) These improvements in gross profit
were partially offset by costs of plant closrngs and other expenses associated
with the Company’s Excel 07 program, higher acquisition integration charges,
increased pension expense, and higher prices paid for raw materials, supplies
and basic metals.

Net income and net income per Common Share assuming dilution for 2006 were
new records for Eaton, increasing 18% and 19%, respectively, over 2005. These
improvements were prrmarrly dueto sales growth; the benefits of integrating
acquired businesses; continued productrvrty improvements driven by EBS; and
a lower effective income tax rate. These factors leading to the increase in net
income were partially offset by increased pension expense; higher prices paid
for raw materials, supplies and basic metals and expense for stock options
recorded for the first time in 2006. Earnrngs per share also benefited from lower
average shares outstanding in 2006 compared to 2005, due to the repurchase
of 5.286 million shares in 2006, at a total cost of $386. The posrtlve net impact
on netincome and net income per share'of the Excel 07 program in 2006, as
described above, was after-tax income of $8, or $.05 per Common Share. Pretax
costs of this program for plant closrngs relocatrng product lines and other
employee reductions, offset by savrngs generated from these actions, were
$154. These costs were offset by garns on the sale of businesses that totaled
$35 after-tax, which were reported in ihe Statement of Consalidated Income as
Discontinued operations, and by 30 of i mcome tax benefits resulting from the

favorable resolution of multiple income ‘tax items during the year.
In 20086, Eaton acquired various businesses in separate transactions. The State-

ments of Consolidated Income include tllre results of these businesses from the
effective dates of acquisition. These acquisitions are summarized below:

+  On December i, 2006, Eaton acqurred the remaining 50% ownership in
Schreder- Hazemeyer a Belgium manufacturer of low and medium voltage
electrical distribution switchgear. This business had 2006 sales of $3 and
is included in the Electrical segmem[

« OnOctober 26, 2006, Eaton acquired d:esel fuel processing technology and
associated assets of Catalytica Energy Systems Inc., a developer of emission
control solutions for Trucks. This business, which had no sales, is included in
the Truck segment.

+ DnSeptember 14, 2006, the Company acquired Senyuan Internatianal Hold-
ings Limited, a China-based manufacturer of vacuum circuit breakers and
other electrical switchgear componenls This business had 2005 sales of
$47 and is included in the Electrical segment

+ On September 5, 2006, the Company ;Iacqurred the Ronningen-Petter business
unit of Daver Resources, Inc., a producer of industrial fine fitters and
components. This business had 2005 sales of $30 and is included in the
Fluid Power segment. ‘

+ 0OnMarch 31, 2006, the Company acquired the Synflex business unit of
Saint-Gabain Performance Plastics Corporapen amanufacturer of thermo-
plastic hose and tubing. This business had 2005 sales of $121 and is inctuded
in the Fluid Power segment.

+ OnMarch 24, 2006, Eaton acquired Marina Power Lighting. a manufacturer
of marine duty electrical dlstrrbutlon products. This business had 2006 sales
of $11 and is included in the Electrical segment.

In addition to the business acquisitions descrrbed above, on December 28, 2008,
Eaton announced it had reached an agreement to purchase AT Holdings
Corporation, the parent of Argo-Tech Corporauon for $695. This transaction is
expected to close in the first quarter of 2007. Argo-Tech's U.S.-based aerospace
business, which had sales for the fiscal: year ended (October 28, 2006 of $206,

is aleader in high perfarmance aerospace engine fuel pumps and systems, air-
frame fuel pumps and systems, and ground fueling systerms for commercial and
military aerospace markets. This busingss will be integrated inta the Fluid
Power segment.
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Cash generated from operating activities of $1.431 in 2006 was a new record
for Eaton, increasing by $296, or 26%, over cash generated from operating activ-
ities of $1,135in 2005. The increase was primarily due to higher net income in
2006, which rose $145 in 2006 over 2005 and a net reduction of $162 in working
capital funding due to changes in accounts receivable, accounts payable and in
several other working capital accounts in 2006. Cash and short-term investments
totaled $785 at the end of 2006. up $449 from $336 at year-end 2005.

Total debt of $2,586 at the end of 2006 increased $122 from $2,464 at year-end
2005, Changes in debt included the issuance in August 2006 of $250 of floating
notes due 2009, the repayment of $244 of notes and debentures in 2006 and a $96
increase in short-term debt. The net-debt-to-capital ratio was 30.5% at the end of
2006 compared to 36.0% at year-end 2005. The i improvement in this ratio was pn
marrly due to the increase of $328 in Shareholcers’ equity and the $327 decrease
in net debt (tatal debt less cash and short-term |nvestments] largely due to the
$449increase in cash and shart-term investments. The increase in Shareholders’
equity was due to net income in 2006 of $350. Thrs increase was partially offset
by the repurchase of 5.286 millien Commaon Shares in 2006 at a total cost of $385
the recognition at year-end 2006 of $282 of after-tax adjustments far pensions
and other post-retirement benefits due to the adoption of Statement of Financial
Accounting Standards No. 158; and cash dividends of $220 paid during 2006.

Net working captal of $1,001 at the end of 2006, increased by $331 from $610
at year-end 2005. The increase was primarily due to the $449 increase in cash
and short-term investments, which largely resulted from strong cash flow from
operations of $1,431; the $143 increase in accounts receivable resulting from
increased sales; and the $184 increase in inventories to support higher levels
of sales. These increases in working capital were partially oifset by a net increase
of $178 in short-term debt and current portion of long-term debt, and a net
increase of $217 in accounts payable and several other working capital accounts
to support higher levels of operations. The i |ncrease in current portion of long-term
debt was primarily due to the reclassification to current liabilities of the 6%
Euro 200 millton Notes that will mature in March 2007 {U.S. dollar equivalent of
$263 at December 31, 2006} and $48 of other Iong -term debt that wilt mature in
2007, partially offset by the repayment of $244 of notes and debentures in 2006,
The current ratio was 1.3 at the end of 2006 and 1.2 at year-end 2005.

Inlight of its strong results and future prospects, on January 22, 2007 Eaton
announced that it was taking the following actions:

. L . I

« Increasing the quarterly dividend on its Common Shares by 10%, from $.39
per share to $.43 per share, effective for the February 2007 dividend.

» Making a voluntary contribution of $150 to its qualified pension planin the
United States.

+ Authorizing a new 10 million Cemmon Share repurchase program, replacing
the 1.3 million shares remaining from the 10 million share repurchase
authorization approved in April of 2005.

Results of Operations—2006 Compared to 2005

2006 2005 Increase
Continuing operations | P .
Net sales 1 8123700 1 511,019 12%
Gross profit 3320} 3.083 8%
Percent of net sales _ . .Z6B%  ZB0%
Income before income taxes : 989 988
Income after income taxes : $ -912 § 799 14%
Income fram discontinued operations, :
net of incoma taxes
Net income 8%
Net income per Comman Share assuming drlutron R
Continuing aperations "$7687 1% 519 15%
Discontinued operations L2 04
-3 622 |% 523 19%
Return on Shareholders’ equity C230%) 222%

Net sales in 2006 were a new record for Eaton, surpassing the previous
record set in 2005. Sales growth of 12% in 2006 consisted of 6% from grganic
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growth, 5% from acquisitions of businesses, and 1% from foreign exchange
rates. Organic growth included 5% from end-market growth and 1% from
outgrawing end markets.

In first quarter 2008, Eaton announced and began to |mp!ement| its Excel 07
program. This program was a senes of actions in 2006 intended o address
resource levels and operating performance in businesses that underperformed
in 2005 and businesses in which markets were expected to weaken during the
second haif of 2006 and 2007. This program included prantclosrngs aswell
as costs of refocating product lines and other employee reductrons The net
impact of this program also rncludes savings generated from the actions noted
ahave, gains from sales of non- strategrc product lines, and other corporate
actions, including the favorable resolutron of multrple income tax items. The
total net'positive impact of the Excel 07 program in 2006 was after tax income
of $8, or $.05 per Common Share. Pretax costs of this program for plantclosrngs,
relocatrng product lines and other emproyee reductions, offset by savrngs
generated from these actions, were $154. These costs were offset by gains on
the sale of businesses that totaled $35 after-tax, which were reported in the
Statemem of Consolidated Income as Discontinued operations, and by $90 of
income tax benefits resuiting fram the favorable resolution of multrple income
tax rtems during the year. Net pretax costs of plant closings and other actions
assocrated with the Excel 07 program were included in the Slatements of Con—
solrdated Inceme primarily in Cost of products sold, with addmonal amounts in
Selling & administrative expense or Other (income) expense-net, as approprraté
In Business Segment Information, the net pretax impact of the Excel 07 program
was mcluded in Operating profit of the related business seqment; as separatelv
discussed in the results of each business segment below.

Gross prof tincreased 8% in 2006 pnmanly due to sales growth, the benefits
ofi mtegratrng acquired businesses and continued productivity i rmprovements
driven by the Eaton Business System (EBS). These i improvements in gross profit
were partially offset by costs of plant closings and other expenses associated
with the Company’s Excel 07 program higher acquisition |ntegratron charges,
|n|:reased pension expense, and hrgher prices paid for raw materials, supplies
and basm metals.

Results by Geographie Region

{ Segment |
I

Operating
| Net sales cperating prefit margin
| Increase |
2006 2005 Increase 2006 2005 (Decrease} 2006 2005
United States |$ 8.556]% 7666 12% [§1.145]$1.018  12% I[13.4%]1339%
Canada ! o ms 7% | o-w| a8 (e%) [|13a% {1529
Europe ! L2423y 2,084 16% B0F 110 {27%} || 3.3% 5,3%
Latin America | 1.090{ 1036 5% A20] 136 (12%) [[11.0%{13.1%
Asia/Pacific 898 747 13% - 92 80 15% [[10.2% 1003‘
Eliminations (934) (879 ) I
$12370{811.009 12% |, ! :

i
Growth i m sales in the United States of 12% was primarily due to hrgher sales
in Fluid Power which resulted from growth in end markets; sales from busi-
nesses acqurred in 2006, including the thermoplastic hose and tubrng business

of Synﬂex and the industrial fi Itratlon business of Ronningen-Petter; and the
full'year effect on sales of busrnesses acquired in 2005, including the aesospace

" division of PerkinElmer Inc., the aerospace fluid and air division of Cobham plr:I

and the |ndustrra| filtration busrness of Hayward Industries, Inc. Hrgher salesi |r|r
the Unrted States in 2006 were also due t0 increased sales in Electrrcal largel
resultlng from growth in end markets and higher sales in Truck, as aresult of
strong end market demand for heavy-duty trucks. These i |ncreases in sales
were partlally offsetby a sales reductron in Automotive, primarily resulting
from the decline in the North Amenoan (NAFTA] automotive market. The 12%
increase in operating profit in the Unrted States was mainly due to strong
operating profit of Truck; higher operating profit of Fluid Pawer, which included
proiit from businesses acquired in 2006 and the full year eifect of businesses
acquired in 2005; increased operating profit of Electrical; and the benef ts of
integrating acquired businesses. These increases in operating proﬁt were
partially offset by costs of plant closrngs and other expenses assocrated with
the Exce! 07 program, as described above, and reduced operating profit of

the Automotive segment.




In Canada sales growsh of 7% in sales was primarily due to improved results
inthe Electncal businesses. The 8% reduction in operating profit was mainly
due to the costs of relocation of certain businesses in the Electrical segment,

Sales grolw‘rh in Europe of 16% was primarily due to higher sales in Fluid Power,
which reflected grovsth in end markets and the full year effect on sales of the
businesses acquired in 2008, including the aerospace fluid and air division

of Cobham plc, the aerospace division of PerkinElmer Inc., and the industrial
filration busmess of Hayward Industries, inc. Higher sales in Europe in 2006
also reﬂected increased sales in Electncal largely due to grawth in end markets.
The 27% decrease in operating proﬁt in Europe reflected reduced operating profit
of Automotive and Truck, which pnmanly resulted from plant closings associated
with the Excel 07 prcgram, partially offset by improved results of Electrical and
Fluid Power due, in part, to the fuII-year effect of the Fluid Power acquisitions
comp!eted in 2005, and the benefits of integiating acquired businesses.

InLatin Amerrca growth of 5% in sales was largely due to higher sales in Truck,
Automotwe and Fluid Power. The 12% reduction in operating profit in Latin
America was attributable to Excel 07 program expenses and an adjustment to
Brazrlran‘mventorre*. in the Truck busmess partially offset by improved results
of Electrical, which included a gain on the sale of the Brazilian battery business.

Growth in Asia/Pacific of 13% in sales and 15% in operating profit was primarily
due to higher sales in Fluid Powerand Etectrical, which were the result of growth
inend markets and sales from businesses acquired in 2006 and 2005. Acquisitions
of busanesses incluted the Senyuan China-based medium-voltage electrical
business acquired in September 2006 and the Winner hydraulics business
acquired in 2005.

Other Results of Operations

In 2006 and 2005, Eaton incurred charges related to the integration of acquired
busunesses Charges in 2006 related to primarily the following acquisitions:
Powerware the electrical power systems business acqurred in 2004, and the
Pringle electrical switch business; several acquisitions in Fluid Power including
the acquired operations of Synflex, PerkinElmer, Cobham, Hayward, Winner,
and Walterscheid; and the Pigozzi, Tractech, and Morestana Truck and Automo-
tive busrnesses Charges in 2005 related to primarily the following acquisitions:
Powerware and the electrica! division of Delta plc; several acquisitions in Fluic
Power, mcludmg Winner, Walterscheid, and Boston Weatherhead; and the
Pigozzi and Morestana businesses. A summary of these charges follows:

2006 2005
Electrical $7 $2
Fluid Power ) 7
Truck I 5 [
Automoltive b5 4
Pretax charges ,-3 40 $36
Aftes-tax charges $27 $24
Per Curn‘mon Share -$.17 $.15

Acquisition integration charges in 2006 included $23 for the United States,

§7 for Eurape, $6 for Latin Amerrca and $4 for Asia/Pacific. Charges in 2005
mcluded $17 for the United States, $7 for Eurape, $4 for Latin America and $8
for Asia/Pacific, These charges were included in the Statements of Consolidated
Income’in Cost of products sofd or Selling & administrative expense, as appro-
priate. ln Business Segment Information, the charges reduced Operating profit
of the related business segment.

In first quarter 2003, Eaton announced, and began to implement, its Excel 07
program This program was a series of actions in 2006 intended to address
resource levels and operating performance in businesses that underperformed
in 2005 and businesses that were expected to weaken during second half 2006
and 2007 This program included plant closings, as wel! as costs of relocating
product lines and cther employee reductions. The program alse included savings
generated from these actions.

The net costs incurred by each segmentin 2006 related to the Excel 07 actions
follows;

Electrical 317
Fluid Power 23
Truck 60
Automaotive 52
Corporate _2
Pretax charges $154

Excel D7 net costs incurred in 2008 included 363 for the United States, $77 for
Europe, $5 for Latin America, $2 for Asra/Pacrf ic. and $1 fer Canada. The net
costs associated with the Excel 07 program were included in the Statements of
Consolidated Income primarily in Cost of products sold. In Business Segment
Information, the charges reduced Operating profit of the refated business segment.

Pretax income for 2006 was reduced by 865 ($42 after-tax, or $.28 per Common
Share) compared io 2005 due to mcreased pension expense in 2006. This reduction
primarily resulted from the lowering of dlscount rates associated with pensron
liabilities at year-end 2005 and the effect of increased settlement costs in 2006.

Effective January 1, 2008, in accordance with Statement of Financial Accounting
Standards (SFAS) No 123(R). “Share- Based Payment”, Eaton began to record
compensation expense under the “fair- value based” method of accounting for
stock options granted to employees and directors. Expense for stock options in
2006 was $27 ($20 after-tax, or $.13 per share both assuming dilution and basic).
The Company adopted SFAS No. 123(R)‘usmg the "modified prospective applica-
tion" method and, as a result, financial results for perinds prror 10 2006 were not
restated for this accountrng change. Th|s change in accounting is further explained
in "Stock Options” in the Nates to the Consoltdated Financial Statements.

The effective income tax rates for contlnumg operations for 2006 was 7.8%
compared to 19.1 % for 2005. The lower rate in 2006 was primarily due to
income tax benefits of $90 resulting from the favorable resolution of multiple
income tax items. Excluding the i mcome tax benefits resulting from the favorable
resolution of income tax items, the effective income tax rate for continuing
operations for 2006 was 17.0%. The change in the effective income tax raie in
2006 compared to 2005 is further explarned in “Income Taxes” in the Notes to
the Consolidated Financial Statements.

As part of the Excel 07 program, in thlrld quarter 2006, certain businesses of
the Automotive segment were sold, resultmg ina $35 after-tax gain, or $.23
per Common Share. The gain on sale of these businesses, and other operating
results of these businesses, were reported as Discontinued operations in the
Statement of Consolidated Income.

Netincome and net income per Common Share assuming dilution for 2006
were new records for Eaton, mcreasrng 18% and 13%, respectively, over 2005.
These improvements were primarily dhe to sales growth; the benefits of inte-
grating acquired businesses; contmued productivity improvements driven by
EBS; and a lower effective income tax rate These factors leading to the increase
in netincome were partially offset by mcreased pension expense; higher prices
paid for raw matexials, supplies and basw metals; and expense for stock options
recorded for the first time in 2006. Earnmgs per share also benefited from lower
average shares outstandrng in 2006 compared to 2005, due to the repurchase of
5.286 million shares in 2006, at a total cost of $386. The total net positive impact
on net income and net income per share of the Excel 07 program in 2006 was $8
and $.05 per Common Share, respectively, as described above.

Results by Business Segment

Electrical
2006 2005  Increase
Net sales $4,184 | $3758 1%
Operating profiz T4 378 26%
Operating margin 11.3% 100%

Sales of the Electrical segment reached record levels in 2006. Of the 1%
sales increase, 9% was due to organic growth, 1% was from acquisitions of
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businesses, and 1% from foreign exchange rates. End markets for the Electrical
segment grew approximately 5% in 2006 with strong growth in non-residential
construction markets offsetting weakness in the residential market.

) Operating profit rose 26% in 2006, and was also a new record for this segment

The increase was largely due to growth in sales the benefits of integrating |
acquired businesses, continued productivity i rmprovements again on the sale
of the Brazilian batterv business, and lower acquisition integration charges.
These improvements in operatmg profit were partrally offset by net costs of the
Excel 07 program, and higher prices paid for raw materials, supplies and basrc
metals. Operating profit in 2006 was reduced by net costs of $17 related to the
Excel 07 program, which reduced the operating margin by 0.4%. Operating proﬁt
was also reduced by acquisition integration charges of $7 in 2006 compared to
$21 in 2005, which reduced the operating margin by 0.2% in 2006 and by 0.6%
in 2005, Acquisition integration charges in 2006 primarily related to the inte-!
gration of Powerware acquired in June 2004 and the Pringle electrical switch
business acquired in 2005. Acquisition integration charges in 2005 largely 1
related to the integration of Powerware and the electrical division of Defta ple
acquired in 2003. The incremental operating margrn on overall sales growthi rn
2006 was 23%. Net costs of the Excel 07 program and acquisition rntegratron
charges lowered the incrementa! operatrng margrn {increase in operating proﬁt
far the year compared to increase in sales for the year) by 1 percentage point.

On January 5, 2007, the Company announced it had reached an agreement
to purchase the Power Protection Business of Power Products Ltd., a Czech
distributor and service provider of Powerware and other uninterruptible power
systems, for $2. The transaction closed in February 2007. This business had
sales of $3 in 2006.

On December 1, 2006, Eaton acquired the remaining 50% ownership in
Schreder-Hazemeyer a Belgium manufacturer of low and medium voltage
electrical distribution switchgear. This busrness had sales of $9 in 2006.

On September 14, 2006, the Company acquired Senyuan International Holdings
timited, a China-based manufacturer of vacuum circuit breakers and other
electrical switchgear components. This busrness had sales of $47in2005.
On March 24, 20086, Eaton acquired Marina Power Lrghtrng aU.S. manufacturer of
marine duty electricat distribution products. This business had sales of $11 in 2005,

Fluid Power | ‘

. 2006 2005  Increase
Net sales $3983 | 3290 23%
Operating profit [ vy 339 4%
Operating margin c D.6% 10.5%

Sales of the Huid Power segment were at record levels in 2006. The 23%
increase in sales in 2006 over 2005 consisted of 16% frum acquisitions of
businesses, 6% from organic growth and 1% from foreign exchange rates.
Acquisitions of businesses in 2006 included the Honnrngen Petter filtration
business acquired in September and the Synflex thermoplastic hoseand
tubing business acquired in March, as described below. Acquisitions of busi-|
nesses in 2005 included the aerospace operatrons of PerkinElmer, Inc., the
aerospace fluid and air division of Cobham ple, the Hayward industrial ﬁItratron
business, and the Winner hydraulic hase ﬁttrngs and adapters business. .
Growth in the global hydraulics markets in 2006 was driven by continued
investment in industrial and constructicn equrpment waorldwide. Fluid Power
markets grew 6% compared to 2005, with global hydraulrcs shipments up 8%,
commercial aerospace markets up 14%, defense aerospace markets down 1%!
and European automotive praduction down 1%.

Operating profit rose 24% in 2006, and was alse a new record for this segment,
The increase in operating profit was due to growth in sales, cantinued produc-
tivity improvements, implemented price |ncreases the benefits of i rntegratrng
acquired businesses, and favarable business mix. These improvements in
operating profit were partially offset by net costs of the Excel 07 program,
higher acquisition integration charges, and higher prices paid for raw materials,
supplies and basic metals. Operating profit in 2006 was reduced by net costs of
$23 related to the Excel 07 program, which reduced the operating margin by
0.6%. Operating profit in 2006 was also reduced !by acquisition charges of $23

a8 I

| |
compared to charges of $7 in 2005, reducmg operating margin by 0.6% in 2006

and0. 2% in 2005. The 2606 charges primarily related to the acqurred operatruns
of Synﬂex PerkinElmer, Cobham, Hayward, Winner, and Walterscherd Acquisition
mtegratron charges in 2005 largely refated to the Boston Weatherhead fluid
power busrness The incremental operating margin on overall sales growthin
2006 was 11%. Net costs of the Excel 07 program and aoqursrtron integration
charges Iowered the incremental operating margin on overall sales growth
by 5 percentage points. The incremental operating margin for acquired
businesses was 14%. ‘

On December 28, 2006, Eaton announced it had reached an agreement to

purchase AT Holdings Corporatron the parent of Argo-Tech Corporation, for
$695. This transaction is expected to close in the first quarter of 2007. Argo-
Tech's U.S.-based aerospace business, which had salas for the f scal year ended
October ZB 2006 of 3206, is a Ieaderirn high performance aerospace engine
fuel pumps and systems, airframe fuel pumps and systems, and ground fueling
systems for commercial and mrlrtary aerospace markets.

On Septembers 2008, the Company acquired the Ronningen-Petter business
unit of Dover Resources, Inc., a producer of industrial fine filtration systems.
Thrs business had sales of $30in 2005

|
On March 31, 20086, Eaton acquired the Synflex business unit of Samt Gobain
Performance Plastics Corporation. Thrs business manufactures thermoplastrc
hose and tubing. This business had sales of $121 in 2005. I

Truck |
‘ Increase
, i 2006 2005 (Decrease)}
Net sales ! ; : $2 520 =4 §2, ZBB 10%
Uperatrng profit ) 448’ 453 (1%}
Uperatrng margln . 17.8% 19.8%

l

Theﬂruck'segment posted record sales in 2006, growing 10% compared to
2005. Of the sales increase in 20086, 8% was due {o organic growth and 2%
from foreign exchange rates. Organlr: growth was attributable to strong end-
marl(etdemand primarily in NAFTA heaw -duty truck production, which rose
" % in 2005 to 378,000 units. NAFTA medrum -guty productian was up 9%
compared t0 2005, European truck productron was up 5%, and Brazilian vehicle
production was up 2%.

Operating profit decreased 1% in 2006 primarily due to net costs of the Excel 07
program, partrally offset by operating profit generated by growth i insales.
Dperatrng ‘profit in 2006 was reduced Jby net costs of $60 related to the Excel 07
program whrch reduced the operatmg margin by 2.4%. The Excel 07 Costs
inchided costs retated to the closing of the heavy-duty truck transmrssron plant
in Manchester United Kingdom. Operatrng profitin 2006 and 2005 was also

reduced by acquisition integration charges of $5 and $4, respectrvely, related
to the Pigozzi agncultural powertrain business, which reduced the operating
margin by 0.2% in 2006 and 2005. Net costs of the Excel 07 program and acqui-
sition integration charges lowered the incremental operating margin on overall
sales growth by 26 percentage points.

On Uctober 26, 2006, the Company announced the acquisition of the diesel fuel
processrng technology, research and development facility and associated
busmess dssets of Catalytica Energy Systems Inc. for $2. Catalytrca which
has no sales, is engaged in the desrgn and development of emission control
solutions for Trucks.

On September 29,2006, Eaton announced the closure of its heavy-duty truck
transmrssron manufacturing plant in Manchester United ngdom by the end
of 2006. Aggregate estimated pretax charges associated with this closure were
$25. Total costs consist of cash charges of $16 for severance costs, charges of $3
related to pensron costs, and $6 for other costs. This facility had 299 employees.

Automotrve

! 2006 2005 (Decrease)
Net sales | 516835 51733 (3%
Dperating prefit z 13? 275 (38%)
Operating margin | N %4 13.?%
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Sales of the Automotive segment decreased 3% in 2006. The reduction in
sales reﬂected a6% dropin sales volume offset by a 2% increase from
acqursrtrons of husinesses and a 1% increase due to foreign exchange rates,
The decling in sales was primarily due 10 automotive production for NAFTA
declining by 3% in 2006 compared to 2005, while European production was
down 1%. Sales were also affected by the continued loss in market share of
domestrc automohile manufacturers The change in sales reflected the full
year effect of acquisitions of busrnesses in 2005, which included the Tractech
traction control business and the Morestancr engine lifters business.

The 39% decrease in operating proft in 2006 was largely due to net costs of
$52 related to the Excel 07 program, whrch reduced the operating margin by
3.1%. The decline in operating prafit { also reflected lower autemotive produc-
tion volumes in North America and Europe Operating profit in 2006 was alsc
affected by acquisition integration charges of $5 compared to charges of $4in
2005, which reduced the operating margrn by 0.3% in 2006 and 0.2% in 2005.
These charges related to the acqurred operations of Tractech and Morestana.

On Septelnber 28, 2006, Eaton annotinged its engine valve actuation manufac-
turing plant in Saginaw, Michigan, would close by second half 2008. Aggregate
estlmated pretax charges assocrated with this closure are expected to be
approxrmately $21. Total costs consist of cash charges of $3 for severance
costs, charges of $4 related to pension costs, $4 for the write-down of fixed
capital, and $10 for other costs. This facility has 277 employees.

On Septemher 25, 2006, the Company announced the closure of its engine
valve manufactunnq plantin Montornes del Valles, Spain, by the end of 2006.
Aggregate pretax chiarges associated with this closure were $21. Total costs
consist of cash charges of $15 for severance cosis, $2 for the write-down of
fixed capltal and $4 for other costs. This facility had 154 employees.

As part of the Excel 07 program, in third quarter 2006, certain businesses of the

Automotrve segment were sold, resultrng in a $35 after-tax gain. The gain on
sale of these businesses, and other operatrng results of these businesses, were

reported as Discontinued operatians in the Statement of Censolidated Income.

Corporate

Amortization of intangible assets of §51 in 2005 increased from $30 in 2005 due to
amortization of intangible assets associated with recently acquired businesses.

Pension and other postretirement benefit expense included in Corporate
increased to $152 in 2606 from $120 in 2005. This increase primarily resulted
from the Iowerrng of the discount rate associated with pension and other
ppstretrrernent benefit liabilities at year-end 2005, and the impact of increased
settlement costs in 2006.

Effective January 1, 2006, ir accordance with Statement of Financiat Accounting

Standards(SFASlNo 123(R}, "Share-Based Payment’, Eaton began to record

compensatlon experise under the ’ farr value-hased” method of accounting

for stock optrons granted to employees and directors. Pretax expense for stock

optrons was $27in 2506. This change in accounting is further explained in
“Stock Options™ in the Notes to the Consolidated Financial Statements.

Changels in Financial Condition During 2006

ThroughoutZDOﬁ Eaton maintained a focus on management of its capital. Net
working caprtal of $1,001 at the end of 2008 increased by $391 from $610 at
year-end 2005 The increase was prrmarrly due to the $449 increase in cash and
shart- term investments, which Iargely resulted from strang cash flow from
operatrpns of $1.43%; the §1431 |ncrease in accounts receivable resulting from
increased salas; and the §194 i |ncrease in inventories to support higher levels of
sales. These increasas in working caprtal were partially offset by a net increase
of $1781 |n short-term debt and current portion of long-term debt, and a net
increase of $217 in accounts payable and several other working capital accounts
to support higher levels of operatrons The increase in current portion

of long- term deht was largely due to the reclassification ta current liabilities

of the B% Euro 200 million Notes that will mature in March 2007 (U.S. dollar
equrvalent of $263 a: December 31, 2006] and $48 of ather long-term debt that
will mature in 2007 partially offset by the repayment of $244 of notes and
debentures in 2006. Cash and short-term investments totaled $785 at vear-end
2006, up $443 from $336 at yeas-end 2005. Actounts receivable days cutstanding

were 56 days at the end of 2006 and 2005. Inventory days on hand at the end of
7006 were 51 days, up from 47 days at year end 2005. The current ratio was 1.3

ai the end of 2006 and 1.2 at year-end 2|ﬂl]5

Cash generated from operating actrwtres of $1,431 in 2006 was a new record

for Eaton, increasing by $296, ar 26%, over cash generated from operating
activities of $1,135in 2005. The increase was primarily due to higher net
income in 2006, which rose $145 in 2006 over 2005 and a net reduction of

$162 in working capital funding due to Fhanges in accounts receivable,

acceunts payable andin several otherrluorking capital accounts in 2006.
Total debt of $2,585 at the end of 2006 mcreased $122 from $2.464 at year-end

2005. Changes in debt included the i |ssuance in August 2006 of $250 of floating
nates die 2009, the repayment of $244 of notes and debentures in 2006, and a $96
increase in short-term debt. The net- debt'to capital ratio was 30.5% at the and of
2006 compared to 36.0% at year-end 20[]5 Thei |mprovernent in this ratio was pri-
marily due to the increase in Shareholders equity of $328 and the $327 decrease in
net debt (total debt less cash and short- term investments) Iargely due to the
increase in cash and short-term |nvestme|1ts of $449. The increase in Shareholders’
equity was due to net income in 2006 of $950. This increase was partially offset by
the repurchase of 5.286 million Comman Shares in 2008 at a total cost of $386; the
recognition at year-end 2006 of $282 of after tax adjustments for pensions and
other post-retirement benefits due to the adoption of Statement of Financial

Accounting Standards No. 158; and cashldrvrdends of $220 paid during 2008.
In September 2006, Eaton entered inta a new $500 lang-term revolving credit

facility, which will expire in August 201 l Eaton has long-term revolving credit
facilities of $1.5 billion, of which $300 erI expire in May 2008, $700 in March

2010 and the remaining $500 in August 2011, as described above.

On July 19, 2006 Moady's Investars Senlice changed its outloak on Eaton to

stable from negative. Moody's awarded Eaton & long-term rating of "A2” In
June 2005, Standard & Poor’s raised tho Company’s corporate credit rating to

“A" from "A-minus” and its commercralI paper rating to "A-1" from "A-2"
On January 22, 2007, Eaton announced that it was increasing the quarterly

dividend on its Comman Shares by tU% from $.39 per share to $.43 per share,
effective for the February 2007 drvrdend This increase is in addition to the
increase announced in July 2006, when the Company raised the quarterly
dividend on its Common Shares by 1 1%l from $.35 per share ta $.39 per share,
effective with the August 2006 dividend, and the 13% increase in the dividend,
from $.31 per share to $.35 per share, wlhich was announced in January 2006.

On January 22, 2007, Eaton announced tlhat it was authorizing a new 10 million

Common Share repurchase pragram, replacing the 1.3 million shares remaining

from the 10 million share repurchase authorization approved in April 2005,

The shares are expectad to be repurchased over time, depending on market
conditions, share price, capital levels and other considerations. Under the April
2005 authorization, 5.286 million shares were repurchased in tha open market

in 2006 at a total cost of $386.

As of December 31, 2008, Eaton adopted Statement of Financial Accounting
Standards (SFAS) No. 158, “Employers’ Accountrng for Defined Benefit Pension
and Other Postretirement Plans, an amendment of FASB Statements No. 87, 88,
106, and 132(R)". SFAS No. 158 requires employers to recognize on their balance
sheets the net amount by which pensron and other postretirement benefit plan
obligations are averfunded or underfunded This new requirement replaces
SFAS No. 87's requirement to report a minimua pension liability measured as
the excess of the accumulated benefit oblrgatrons aver the fair value of plan
assets. Under SFAS No. 158, empioyers. are required to recognize all actuarial
gains and losses, prior service costs, and any remaining transition amounts
from the initial application of SFAS Nos| 87 and 106 when recagnizing the
plans’ funded status, with an increase in accumulated other comprehensive
loss in shareholders’ equity. The effect on Eaton of applying SFAS No. 158 on
the consolidated balance sheet at Decelmber 31, 2006 was an increase in the
liabitity for pensions of $248 {3163 afterltax) and an increase in the liability for
postretirement benefits other than pensions of $238 (3119 after-tax). These
adjustments increased Accumulated pther camprehensive loss in Sharehalders’
equity by a combined amount of $282, reducmg total Shareholders’ equity by a
like amount. This change in accounting |s further explained in “Retirement
Benefit Plans” in the Netes to the Consolidated Financial Statements.
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The Pension Protection Act of 2008 {the Act) was signed on August 17, 2006. |
The Act establishes new minimum funding standards that become effectiva i |n
2008. Under the new law, a plan’s funding shortfal (the amount the funding targat
exceeds the actuarial value of assets) will be amomzed over seven years, and
the minimum required contribution will be the sum of the target nermal cost and
the amartization charge. Eaton cannot reasonably estimate the funding status in
future periods as it is dependent on the interest rates used to determine the
funding target and the future return on assets. Eaton has made voluntary
contributions toits United States pensicn plan of $50, $100, and $150 in 2005,
7008, and 2007 respectively. Future minimum requrred contributions are
expected to be within a similar range.

Outlook For 2007

As Eaton surveyed its end markets for its business segments in mid-January
2007, it expected an overall decline of approxrmately.’i 5% for full year 2007,
primarily as a result of the expected dramatic decrease in the NAFTA heavy-duty
truck market. This is roughly 1.5% lower growth in end markets than had been
expected one year ago, as the Company now sees the slowdown in the overall
manufacturing sector experienced in the second half of 2006 extending intc the
aarly portion of 2007, Eaton expecis to outgrow end markets in 2007 by approxi-
mately $200, and to record approxrmately $300 of additional sales in 2007 from
the full-year impact of the six acquisitions completed in 2006, and the two acqui-
sitions announced in December 2006 and January 2007, but not yet completed.
As a result of the expected decline in end markets in 2007 heing offset by
additional safes in 2007 from out-growing end markets and from acquisiticns of

businesses, the Company anticipates sales in ZEIIDF will be flat compared to 2006.

For 2007, in the Electrical segment, Eaton expects markets to grow 4%, with
growth in the nonresidential markets offsetting a decling in the residential
market. Operating margins are expected toimpiove as a result af the additional
volume, a reduced impact from commodity costs, and the benefits from the
Excel 07 actions taken in 2008. For Fluid Power,the Company expects growthin
the canstruction equipment markets to be tower than in 2006, while agricultural
equipment markets are expected to grow for the first time in three years.
Industrial markets ara fikely to post lower growth than in 2006. Growth in the
commercial aerospace market is expected to be solid, while defense aerospace
markets are expected to post modest growth. In total, the Company believes
the Fluid Power markets will grow 4% in 2007. Fluid Power operating margins
are expected to improve in 2007 as a result of the additional volume and the
benefits from the Excel 07 actions taken in 2006. In the Truck segment, Eaton
expects that production of NAFTA heavy-duty trucks in 2007 will be between
205,000 and 210,000 units, down approximately 44% fram 2006. Truck operating
margins will be lower due to the expected reductron in the end market for heavy-
duty trucks in NAFTA, but the benefits from the Excel 07 actions taken in 2006
will help to cushion the overall sales reductronI For the Automotive segment,
NAFTA automotive production is expected to weaken and production in Europe is
expected to be flat. Margins for the Automotive segment are expected to improve
as a result of the substantial benefits from the EXCE'r 07 actions taken in Z006.

The srgnrf cant restructuring of operations in 2006 resulting from the Excel 07
program is expected averall-to offset much of the effect on net income in 2007
from the expected decline in end markets. Eaton believes the benefit to net
income in 2007 now expected from the Excel 07 program will be $.60 per Common
Share, doubte the target announced when the program was started in January
2008. With the Excel 07 program completed at the end of 2008, the Company
believes its operations are well positioned fcr|the balance of the decade.

Eaton’s guidance for netincome per Common Share for full year 2007 is $6.05

- t0 $6.25, after charges to integrate recent acquisitions and joint ventures of
$.25 per share. For the first quarter of 2007, the Company anticipates net
income per Common Share of $1.30 1o $1.40, after acquisition integration
charges of $.05 per share.

Forward-Looking Statements

This Annual Report to Sharehalders contains forward-looking statements
congerning Eaton’s first quarter 2007 and full year 2007 net income per Common
Share, worldwide markets, growth in relation to end markets, growth from
acquisitions and joint ventures, and the heneﬁtslfrom Excel 07. These statements
should be ysed with caution and are subject to various risks and uncertainties,
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many of which are autside the Company’s contral. The following factors could
cause actual results to ditfer materially from those in the forward loaking
statements unanticipated changes in the markets for the Companys busrness
segments unanticipated downturns i in business refationships with customers or
their purchases from the Company; competrtwe pressures on sales and pricing; |
mcreases in the cost of material and other production costs, or unexpected costs
that cannot be recouped in product pricing; the introduction of competing
technologies; unexpected technical or marketing difficuities; unexpected
claims, charges, litigation or drspute resolutions; acquisitions and divestitures;
unantrcrpated difficulties integrating acquisitions; new laws and governmental
regulatrons interest rate changes; stock market fluctuations; and unantlmpated
deterloratlon of economic and ﬁnancral conditions in the United States and
around the world. Eaton does not assume any obligation to update these
forward-[poking statements. |

Critical Accounting Policies

The preparatron of financial statements in conformity with accoummg principles
generally accepted in the United States requires Faton’s management to make
estrmates and use assumptrons in certarn circumstances that affect amounts
reported inthe accompanying consolrdated financial statements‘ In preparing
thesr, fi nancral statements, management has made their best estlmates and
Judgments of certain amounts included in the financial statements giving dve
cons:deratron to materiality. For any estimate or assumption there may be
other reasonable estimates or assumptrons that could have been used However,
the Company believes that given the current facts and crrcumstances itis unlrkely
that applying such cther estimates and assumptions would have caused materit
ally different amounts to have been reported Application ofthese accounting
policies mvolves the exercise of|udgment and use of assumptrons as to future
uncertamtres and, as a result, actual results could differ from estimates used.

Revenue Recognition ‘

Sales are recogrized when products are shipped to unaffiliated customers, all
srgnrfcant risks of ownership have been transferred to the customer tite has
transferred in accordance with shipping terms (FOB shipping pornt orFOB
destmatron) the selling price is frxed and determinable, all significant related
acts of performance have been completed and no other signifi cant uncertamtle
exist. Shipping and handling costs billed to customers are |nc|uded in Net sale’s
and the related costs in Cost of products sold. Other revenues for service
contracts are recognrzed asthe sennces are provided. |

e

Impairment of Goodwill & Other Long Lived Assets

Statement of Financial Accounting Standards (SFAS)No. 142 "Goodwill and
Other Intangrbte Assets” provides that goodwill and indefinite lrfe intangible
assets must be reviewed for rmpalrment in accordance with the specrﬁed
methodotogy Further, gcodwill and |ntang|ble assets are reviewed for impairment
whenever events or changes in circumstances indicate the carrying amount
may not be recoverable. During 2006 Eaton completed the annual impairment:
tests for goodwill and indefinite lifefintangible assets as requrred by SFAS No. |

147, These tests confirmed that the tair value of the Company’s reportrng unrts

and mdef nite life intangible assets exceed their respective carrying values and
that no |mpa|rment loss was requrred 1o be recognized. Goodwrll and other
mtangrhle assets totaled $4.0 blllron at the end of 2006 and represented 35% of
total assets These assets resulted primarily from the $1.6 brllron acquisition of
Aeroqurp Vickers, Inc., a mabile and industrial hydraulics busmess in 1939; the
$1.1 brlhon acquisition of the electrlcal distribution and controls busmess unit
of Westlnghouse in 1994; and the $573 acguisition of Powerware Corporation,
the' electrical uninterruptible powersystems business, in 2004 These busmesses,
as well as many of the Company's other recent business acqursmons have a Iong
history of.operating success and proﬁtahrlrty and hold significant market positions
in the majority of their product lines. Their products are not subject to rapid
technological or functional ohsolescence These factars, coupled with continuous
strong preduct demand, support the'recorded values of the goodwill and intan
gible asspts related to acquired businesses.

Long-lived assets, other than goodwill and indefinite life |ntangrble assets, arg

reviewed for impairment whenever events or changes in crrcumstances indicate

the carrying amount may not be recoverable. Events or circumstances that
|




would result in an impairment revrew primarily include operations reporting
losses, a significant change in the yse of an asset, or the plannad disposal ar
sale of the asset. The asset would be considered impaired when the future
net undrscounted cash flows generated by the asset are less than its carrying
value. An impairment loss would be recognized based on the amount by which
the carrying value cf the asset exceeds its fair value.

|
Income IT ax Assets & Liahilities

Deferred income tax assets and liabilities have been recorded for the differences
between the financial accounting ahd income tax basis of assets and liahilities,
and for certarn United States i rncome tax credit carryforwards Recorded deferred
income tax assets and liabilities are descrited in detail in “Income Taxes” in the
Notes tu the Consolidated Financial Statements Significant factors considered
by managerment in the determmatmn of the probability of the realization of
deferred tax assels include hrstoncal operating resulis, expectations of future
earnrngs and taxable income, and the extended period of time over which
certain temporary differences erI reverse. A valuation allowance of $221 has
been rer:ogmzed for deferred tax assets, because management believes there
is a low probability of the realization of deferred tax assets related to certain
United States Federal income tax credit carryforwards, most United States
siate and local income tax loss carryforwards and tax credit carryfarwards, and
tax loss carryforwards at certain mternatlonal operations.

In June‘Z[]OS the Financial Accountlng Standards Board {FASB) issued
Interpretatron [FING No. 48, Accountlng for Uncertainty in Income Taxes —an
interprétation of FASB Statement No. 109", which Eaton will adapt in first quarter
2007.FIN No. 48 clarifies the accountlng far uncertainty in income taxes by
establishing minimum standards for the recugnrtron and measurement of income
tax positions taken, or expected to be taken, in an income tax return. FIN No. 48
also changes the disclosure standards for income taxes. Eaton’s historical policy
has consrstently b=en to enter mto tax planning strategies only if it is more
likely than nat that the benefit would be sustained upan audit. For example, the
Cumpany does not enter into any of the Internal Revenue Service (IRS) Listed
Transactrons as set forth in Treasury Regulation 1.6011-4, Consequently, the
Cempany does not expect the adoption of FIN No. 48 to result in the recording of
amaterial cumulative effect of a change in the accounting principle.

Pension & Other Pustsetirement Benefit Plans

The measurement of liabilities related to pension plans and other postretirement
benefit plans is bzsed on management’s assumptions related to future events
rncludrng interest rates, retum on‘penslon plan assets, rate of compensation
rncreases and health care cost trend rates. Actual pension plan asset perform-
ance wrll either reduce or increase pension Josses included in accumulated
other comprehensive loss, which ultimately affects net income.

The dnlscount rate for United States plans was determined by constructing a
zero—coupdn spot yield curve derived from a universe of high-guality bonds as
of the measuremvnt date, which ias designed to match the discounted
expected henefit nayments. The bond data (rated Aa or better by Moody's
Investor Services| was obtained from Bloomberg. Callable bonds with explicit
call schedutes were excluded and bonds with “make-whole” call provisions
were included. In addition, a portion of the bonds were deemed outliers and
excluded from consideration.

The dlscount rates for non- Unrted States plans are appropriate for each region
and are based on high quality long-term corporate and government bonds.
Consigieration has been given to the duration of the liabilities in each plan for
selecting the bonds to be used i |n determining the discount rate.

At the end of 2006, certain key assumptrons used to calculate pension and ather
postretrrement benefit it expense were adjusted, including the lowering of the
assumed return on pension ptan assets from 8.35% to 8.31% and the discount
rate frem 5.51% 10 5.39%. At the end of 2005, the assumed return on pension
plan assets was lowered from 8. 41 % {0 8.35%, and the discount rate from 5.81%
to 5. 51% At the end of 2004, the assumed return on pension plan assets was
Iowered from 8.50% 10 8.41% and the discount rate from 6.11% to 5.81%.

]
The changes in these assumptions in 2005 and 2004 resulted in increased
pretax pension and postretirement benefit expense of $66 in 2006 compared 1o
2005. These charges increased firetax pension and other postretirement

benefit expense $55 in 2005 comparedrto 2004. Pretax pension and other
pastretirement benefit expense are expected to be flat in 2007 compared to 2006.

A1-percentage point change in the assumed rate of return on pension plan
assets is estimated to have approxrmaltely a $24 effecton pensmn EXPENSE.
Likewise, a 1-percentage point change in the discount rate is estimated to
have approximately a $44 effect on pensron expense. A 1-percentage point
change in the discount rate is estrmated to have approximately a §1 effecton
expense for gther postretirement benef t plans Additignal information related
to changes in key assumptmns used to recognize expense for other postretire-
ment benefit plans is found in “Retirement Benefit Plans” in the Notes to the
Consolidated Finarcial Statements.

As of December 31, 2006, Eaton adopted Statement of Financial Accounting
Standards {SFAS) No. 158, “Employers| Accounting for Defined Benefit Pension
and Other Postretirement Plans, an amendment of FASB Statements No. 87, 88,
108, and 132(R}". SFAS No, 158 requrres employers to recognize on their balance
sheets the net amount by which pensren and other postretirement benefit plan
obligations are overfunded or underfunded This change in accounting is further
exptained in "Retirement Benefit Plans” in the Notes to the Consolidated
Financial Statements.

Protection of the Environment

As a result of past operations, Eaton is involved in remedial response and vol-
untary environmental remediation at a number of sites, including certain of its
currently-owned or formerly-owned plants The Company has also been named
a potentially respensible party {PRP} under the Federal Superfund law at a num-
ber of waste disposal sites.

A number of factors affect the cost of environmental remediation, including the
number of parties involved at a partrcl.rlar site, the determination of the extent
of contamination, the length of time the remediation may require, the complexity
of enviranmental regulations, and the continuing advancement of remediation
technolagy. Taking these factors into accuunt Eaton has estimated (without
discounting} the costs of rernedratron which will be incurred over a period of
several years. The Company accrues an amount consistent with the estimates
of these costs when it is probable that a liability has been incurred. At December
31, 2008, the balance sheet included a liability for these costs of $64. All of
these estimates are forward- Ioeklnglstatements and, given the inherent
uncertainties in evaluating environmental exposures, actual results can differ
from these estimates. |

Contingencies

Eaton is subject to a broad range of claims, administrative proceedings, and
legal proceedings, such as lawsuits that relate to contractual allegations, patent
infringement, personal injuries [rncludlng asbestos claims) and employment-
related matters. Although it is not possrble to predict with certainty the outcome
or cost of these matters, the Company believes that these matters will not
have a material adverse effect on its financial position, results of aperations or
cash flows.

Stock Options Granted to Employees & Direciors

Effective January 1, 2008, in accordance with SFAS No. 123{R), “Share-Based
Payment”, Eaton began to record t:or'npensatron expense under the “fair-
value-based” method of accounting \for stock options granted to employees
and directors. The Company adopted SFAS No. 123{R} using the “modified
prospective application” method and consequently, financial results for
periods prior to 2006 were not restated for this accounting change. This
change in accounting is further explarned in "Stock Options” in the Notes to
the Consolidated Financial Statements.

Off-Balance Sheet Arrangema‘nts

Eaton does not have off-balance sheet arrangements or financings with uncon-
solidated entities or other persons. |In the ordinary course of business, the
Cempany leases certain real properties and equipment, as described in

"Lease Commitments” in the Noteslto the Consolidated Financial Statements.
Transactions with related parties are in the ordinary course of business, are
conducted on an arm's-length basis, and are not material to Eaton’s financial
position, results of operations or cash flows.




Management's. Drscussron-.& Analysrs of Financial Condrtron & Results of Operations

Market Risk Disclosure & Contractual Dblrgatlons

To manage exposure to fluctuations in foreign currencies, interest rates and
commodity prices, Eaton uses straightforward, non-leveraged, financiat instru-
_ments for which quoted market prices are readily available from a number of
independent services. |

The Company is exposed to various changes in ﬁnancral market conditions,
including fluctuations in interest rates, foreign currency exchange rates, and
commadity prices. Eaton manages exposure to such risks through normal
operating and financing activities.

Interest rate risk can be measured by calculating the near-term earnings impact
that would result from adverse changes in interest rates. This exposure results
from short-term debt, which includes commercral paper at a floating interest
rate, long-term debt that has been swapped to ﬂoatlng rates, and money market
investments that have not been swapped to fixed rates. A 100 basis point
increase in short-term interest rates would increase the Company's net, pretax
interest expense by approximately $15.

Eaton also measures interest rate risk by estimating the net amount by which
the fair value of the Company’s financial Irabrhtres would change as a result of
movements in interest rates. Based ona hypcthetrcal immediate 100 basis point
decrease in interest rates at December 31, 2006, the market value of the Com-
pany's debt and interest rate swap portfolio, in aggregate would increase by $137

Foreign currency risk is the risk that Eaton will i rncur economic losses due to
adverse changes in foreign currency exchange rates The Company mitigates
foreign currency risk by funding some rnvestments in foreign markets through |
local currency financings. Such non-U.S. Dellardebt was $701 at December 31,
2006. To augment Eaton’s non-U.S. Dollar debt pertfelre the Company also
enters into forward foreign exchange contracts and foreign currency swaps
from time to time to mitigate the risk of economic, 'foss inits foreign investments
due to adverse changes in exchange rates. At December 3, 2006, the aggregate
balance of such contracts was $169. Eaton also monrters exposure to transactrons
denominated in currencies other than the functtonal currency of each country
in which the Company operaies, and perredlcally enters into forward contracts|
to mitigate that exposure. In the aggregate, Eaton’ s portfolio of forward contracts
related to such transactions was not material to |ts financial position, results
of operations ar cash flows during 2006, :

(Other than the above noted debt and financial derrvatrve arrangements, there -
were no material derivative instrument transactrens in place or undertaken
during 2006.

A summary of contractual obligations as of December 31, 2006 follows:

Payrnents due by period
2008 2010
te o After
007 . 009 bl A Total
Long-term debt -‘322 5'4(]1 $, 7 32,0
?L :1&! it

Interest expense related to
long-term debt

Reduction of interest
expense from interest rate
swap agreemenis related

196~

to long-term debt [3) ,
Operating leases - » 12,} ‘ * -
Purchase obligations MZ S
Other long-term liabilities 225 _25,: s
$1148.5 § 5917
- tE TR W E

Long-term debt includes gbligations under capital leases, which are nat material,
Interest expense related 1o long-term debt is based on the fixed interest rate,
or other applicable interest rats related ta the debt instrument, at December
31, 2006. The reduction of interest expense due to |nterest rate swap agreements
related to long-term debt is based on the chfference in the fixed interest rate
the Company receives from the swap, compared to the floating interest rate
the Company pays on the swap, at December 31, 2006. Purchase obligations
are entered into with various vendors in the nermall course of business. These

52

amounts 1nclude cammitments for purchases of raw materials, outstanding
non: cancelable purchase orders, releases under blanket purchase orders and
cemmrtments under ongoing service arrangements Other long-term liabilities
include $21 4 of contributions to pensron plans in 2007 and $96 of deferved
cempensatron earned under various plans for which the eartrcrpants have
elected to receive disbursement at a later date. The table above does not
|ncIude future expected pension benef t payments or expected other postre-
trrement benefrt payments for each uf the next five years and the ﬁve years
thereafter Information related to the amounts of these future payments is
descnbed in "Retirement Benefit Plans” in the Notes to the Consolidated
Frnan( ial Statements

Results of Operations—2005 Compared to 2004 w

! | 2005 2004  Increase
Continuing ‘eperations '
Net sares $11.019 59712 13%
Grcss prcfrt 3.083 2,710 14%
Percent of net sales ‘ 26.0% 77.9%
Income befere income taxes ' 988 768 29%
Inceme after income taxes ! $ 799 § 640 25%
tncame from discontinued operations, |
net of income taxes ! 6 8
] ‘ — _—
Net r‘_nt:-:lmeI I $ 805 & 648 24%
Net# rncame per Commaon Share assuming drlutrnn
Cemrnulng operations § 538 § 407 28%
Drscemmued operations .04 06
$ 523 § 413 27%

| |
T :
Sales for 2005 grew 13% compared t012[104 and were a record for Eaton. Sales
grewth in 20{]5 consisted of 7% from erganrc growth, 5% from acqursrtrens

of busrnesses {primarily the full-year effect of the Powerware electrrcal power
systems business acquired on June 9, 20[)4) and 1% from foreign exchange

rates. Drganrc growth of 7% was comprised of 5% growth in Eaton's end markets
and 2% from outgrowing end markets! |

Gross proﬁtirncreaserf 14% in 2005, prrmarrly due to sales growth, the benefits
ofi rntegratrng acquired busingsses, contrnued procuctivity i rmprovements driven
by the Eaten Business System {EBS), and the full-year effect of the acqursrtlen
of Pewerware Improved gress profit rn 2005 was also partially due to reduced
acquisition integration charges in 2005 which were $36 compared to $41in
2004. These increases in gross profit were partially offset by higher pension
costs and higher prices paid. primarily for basic metals, in 2005, |
|

Hesults by Geographic Region
' Segment Operating
i Net sales operating profit : margin
: l Increase |
[ 2005 2004 fncremse 2005 2004 (Decrease) 2005 2004
United States  § 7.666 $ 6806 13% | $1.018 § 778 3i% 133% 11.4%
Canada * 315 B 1% 48 37 W% 152% 1%
Europe 2084 1922 8% ng 138 (20%] 53% 72%
Latin Amenca 1,036 774 3% 136 107 7% 131% 138%
Asia/Pacific ° 797 679 17% 80 79 i% 100% 116%
Ellrnmatlens l 879y (730} } ‘
13% ! \

| $11.018 $ a2

t I

Growth in sales in the United States of 13% was due to higher sales i m Electrical,
which |ncluded the full-year effect of the acquisition of Powerware; sharply
higher sales in Truck due to strong end market demand; and, to a Iesserextent
|ncreased sales in Fluid Power from acquisitions completed in second half of
2005, |nclud|ng the aerospace division ef PerkinEimer, Inc., the aerospace fluid
and arrdrvrsren of Cobham ple, and the mdustrral filtration business of Hayward
Industrres Inc These increases in sales were partially offset by a sales reduc-
tionin Autemotrve The 31% increase in operating profit in the United States




was primarily the result of strong sales in Truck; higher profit of Electrical,
including the full-year effect of the acqursrtron of Powerware; the benefits of
integrating acquired businesses; and, to a lesser extent, increased profit of
Fluid Power and Autometive.

In Canada! growth of 21% in sales and 30% in operating profit were due to the
full-year effect of the acquisition of Powerware and improved results in other
Electrical businesses.

Sales grovlvth in Europe of 8% was due 1o higher sales in Electrical, largely

the result of the full-year effect of the acquisition of Powerware; to a lesser
extent, growth in Fluid Power, which included sales of the aerospace fluid and
air drvrsron of Cobham plc; and growth in Automotive and Truck. Lower operating
profit of 20% in Europe was prrmarrlylthe result of a significant reduction in
revenues m Fluid Power's automotive fluid connectors business, and reduced
profit of Aummmrve which included costs incurred in the fourth guarter to
start-up new facilities in Eastern Europe.

In Latin America, growth of 34% in sales and 27% in operating profit were
largely due to significantly higher sales in Truck, which included the Pigozzi
agrrcultural powertrain business acquired in March 2005; to a lesser extent,
higher sales in Electrical, including the full-year effect of the acquisition of
Powerware and sales growth in Automotive, which included the Morestana
hydraulic lIrfters business acquired i in June 2005.

Growth of 17% in salas of Asra/Pacrfrc was due to the full-year effect of the
acqursrtron of Powerware and higher sales of Fluid Power, which included the
Winner hydraulrcs business acquired in March 2005. The 1% increase in
operating profit primarily related to the full-year effect of the acquisition of
Powerware and improved results of Fluid Power, partially offset by lower profit
in Automative and by start-up losses related to new operations of Truck.

Other Results of Opzrations

In 2005 and 2004, Eaten incurred acquisition integration charges related to the
|ntegrat|0n of primarily the foltowing acquisitions: Powerware, the electrical
power systems business acquired i in June 2004; the electrical division of Delta
plc; several acquisitions in Fluid Power including Winner, Walterscheid, and
Boston Weatherhead the Pigozzi agrrcu!tural powertrain business; and the
Morestana automotive lifter business. A summary of these charges follows:

| 2005 2004
Electrical $2 $33
Fluid Power 7 8
Truck 4
Automotive _4 o
Pretax chilrrges $36 4
After-1ax tharges $24 Ly

$.17

Per Comn?on Share $.15

Acquisition integration charges in 2005 included $17 for the United States,
$7far Europe $4 for Latin America and $8 for Asia/Pacific. Charges in 2004
included $22fnr the United States, $IB for Europe and 31 for Asia/Pacific. These
charges were included in the Statements of Consolidated Income in Cast of
products sold or Selling & admrnlstratrve expense, as appropriate. In Business
Segment Information, the charges reduced Operating profit of the related busi-
ness segment or were included in Other corporaie expense-net, as appropriate.

Pretax income for 2005 was reduced by $55 ($35 after-tax, or $.23 per Common
Share} COmpared to 2004 due to increased pension and other postretirement
benefit expense in 2005. This prrmarrly resulted from the effect of the lower
drscoum rates used in determining pensron and other postretirement benefit
Irabrlrtres at year- end 2004, coupted with the impact of declines during 2000
through 2002 in the market retated value of equity investments held by Eaton’s
pension pIans

The effectwe income tax rate for 2005 was 19.1% compared to 16.7% for 2004.
The Iower rate in 2004 was primarily due to an income tax benefit of $30 resulting
from the favorable resolution in the fourth quarter of 2004 of muliiple intemna-
tional and U.S. income tax issues. In fourth quarter 2005, Eaton recorded
income tax expense of $3 for the repatriation of $66 of foreign eamings under

the American Jobs Creation Act of 2004. This distribution did not change the
Company's intention ta indefinitely reinvest undistributed earnings of its foreign
subsidiaries and, therefore, na U.S. income tax provision has been recorded

on the remaining amount of unremitted earnings. The change in the effective
income tax rate in 2005 compared to 2004 is further explained in “Income Taxes”
in the Notes to the Consolidated Financial Statements.

Net income and net income per Common|Share assuming dilution for 2005 were
new records for Eaton, increasing 24% ar d 27%, respectively, over 2004. These
improvements were primarily due to sales growth and other factors described
above. These improvements leading to the iNCrease in net income were par’ually
offset by hrgher interest expense and a hrgher effective income tax rate in 2005.
The increase in earnrngs per share also reﬂected lower average shares out-
standing for periods in 2005 compared to 2004, due to the repurchase of 7.015
million shares in 2005, at a total cost of $450.

Results by Business Segment
Electrical

2005 204 Increase
Netsales $3,758 $2.072 2%
Operating profit 375 243 54%
Operating margin 10.0% 7.9%

Sales of the Electrical segment grew 22% in 2005. Of the 22% sales increase,
11% was from acquisitions, 10% was due to volume growth, and 1% from foreign
exchange rates. Acquisitions included dre Powerware electrical power systems
business acqguired on June 8, 2004. Operating results for 2005 and 2004 include
the results of Powerware from the date of acquisition. Volume growth of 10%
in 2005 was driven by growth in end markets of approximately 6% and sales
above end-market growth of an additional 4%.

Operating prafit rose 54% in 2005. The rnc’rease was largely due to growth in
sales, continued productivity i |mprcvements the full-year effect of the acquisition
of Powerware, benefits of integrating Powerware and favorable product mix.
These improvements in operating profi t‘were panrally offset by higher prices
paid, primarily for basic metals. The operating margin on overall sales growth
was 19%. Increased sales from acqursrtlons generated a 6% operatrng margin.
Increased sales from organrc giowth generated a29% operating margin, The
improved operating margin in 2005 also reﬂected reduced acquisition integration
charges in 2005. Acquisition i rntegratron charges in 2005 were $21 compared to
$33in 2004, reducing operating margrns bv 0.6% in 2005 and 1.1% in 2004, and
reducrng the incremental profit margin by 1.7%. Acquisition integration charges
in 2005 and 2004 related primarily to the i mtegratron of Powerware as well as the

electrical division of Delta plc acquired i in January 2003.

On Octaber 11, 2005, Eaton acquired thd assets of one of its suppliers, Pringle

Electrical Manufacturrng Company. Thrs business manufactures bolted contact
switches and other specialty switches and had sales of $6 in 2004, with one-
third of these sales 1o Eaton.

On June 17, 2005, Eaton signed an agreement to form a joint venture with
Zhongshan Ming Yang Electrical Applrances Co.. Ltd. to manufacture and
market switchgear components in southern China. Eaton has 51% ownership
of the joint venture, which is called Eatdn Electrical (Zhongshan} Co., Lid. The
joint venture began operations in third quarter 2005.

On June 9, 2004, Eaton acquired Powerware Corporation, the power systems
business of Invensys plc, for a final cash purchase price of §573, less cash
acquired of $27. Powerware, based in Raleigh, North Carolina, is a supplier of
Unrnterruptrble Power Systems {UPS), oc Power products and power quality
services that had sales of §775 for the year ended March 31, 2004. Powerware
has operations in the United States, Cenada Europe, South America and
Asia/Pacific that provide products and services utilized by computer manufac-
turers, industrial companies, governmenls telecommunications firms, medical

institutions, data centers and other businesses.
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Fluid Power ! Truck I | |
2005 204  Increase 2005 2604  Increase
Net sales $3240  $3098 5% Netsales ‘ §2288  $1800  27%
Operating profit i 339 338 Uperatrng profit | 453 ‘329 8%
Operating margin 10.5% 10.9% Uperatrng margin ‘ 19.8%

‘1&3%

Sales of the Fluid Power segment grew 5% in 2005, The increase in sales in
2005 over 2004 was due to acquisitions of businesses in 2005 and 2004 con-
tributing 5%, with growth in end markets contrtbutlng another 3%, driven by
strength in end markets for hydraulics and commercral aerospace, partially !
offset by weakness in end markets for defense aerospace and automotive fluid
connectors. Sales in 2005 also reflected a srgnrf cant sales decrease in the f
automotive fluid connector business reﬂectlng the impact of expiring programs.
Acquisitions in 2005 included the foltowing busmesses which are described
below: the aerospace operations of PerkrnEImer inc. and the aerospace ﬂurd
and air division of Cobham plc; the industrial flftratron business of Hayward !
Industries, Inc.; and the hydraulic hose ﬁttmgs and adapters business in Chrna
of Winner Group Hoidings Ltd. The salesi mcrease also reflected the full-year
effect of the acquisition of Walterscheid. a German manufacturer of hydraulic
tube connectors and fittings, in September 2005 Growth in Fluid Power markets
during 2005 was mixed, with glabal hydraullcs shipments up 8%, commercial
aerospace markets up 10%, defense aerospace| ‘markets down 7%, and European
automotive production down 2%. Growth in the mobile and industrial hydraulics
markets in 2005 slowed from 2004. In partrcular agricubtural equipment sales
were sluggish due to a combination of drought conditions and reductions in
farm income in several markets around the world

Operating margins were helped by the operatlng profit of acquired bustnesses,
which generated incremental profit of 13% an the sales contributed, benefits
of restructuring actions to integrate acquired busmesses and continued
productivity improvements. Operating proﬁt and margins were also affected,

by the significant reduction in revenues in the automotrve fluid connectors
business, which had a 26% reductionin operatrng profit on the tost volume.
Additional program costs within the aerospace business, sluggish demand in
the agricultural equipment sector, and higher prrces pald primarily for basic.
metats, also contributed to the lower operating margin. Acquisition integration
charges in 2005 related to acquired businesses were §7 compared to $8in
2004, reducing operating marging by 0.2% in 2[105 and 0.3% in 2004. These -
acquisition integration charges related to the mtegratron of recent acquisitians
including Winner, Walterscheid acquired in September 2004, and Boston |
Weatherhead acquired in November 2002, |

On December 6, 2005, Eaton acquired the aeros‘pace division of PerkinEImer,
Inc., whichiis a provider of sealing and pneumatic systems for large commercial
aircraft and regional jets. This business had sales of $150 for the 12 months
ended June 30, 2005.

On November 1, 2005, the Company acquired the aerospace {luid and air division
of Cobham plc. This business provides low- pressure airframe fuel systems, .
electro-mechanical actuation, air ducting, hydraulrc and power generation, and
fluid distribution systems for fuel, hydraulics and air. This business had sales of
$210in2004.

On September 6, 2005, the industria! filtration business of Hayward Industries,
Inc. was acquired. Hayward praduces filtration systems for industrial and com-
mercial customers. This business had sales of $100 for the 12 months ended
June 30, 2005.

On March 31, 2005, Eaton acquired Winner Group Holdings Ltd., a producer of
hydraulic hose fittings and adapters for the Chinese market. This business had
sales of $26 in 2004.

Sales of the Truck segment grew 27% in 2005. Of the 27% sales i increase in
2005 21 % was due to organic growth 5% from foreign exchange rates, and 1%
from the acquisition of Pigozzi, as described below. Organic growth was
attnbutable to strong end-market demand primarily in NAFTA heavy duty truck
productlon which rose 27% in 2005to 341,000 units. Othermarkets also grew
in 2005, wrth NAFTA medium-duty truck production i increasing 15% in 2005
compared to 2004, European truck production increasing 7%, and Brazilian
vehicle productron increasing 10%. '

Operatrng profit grew 38% in 2005. |The incremental profit margin on the
mcreased sales volume was 25%, partly reflecting the benefits of productivity
rmprovements These improvements in operating margin were offset by higher
prices pa:d primarily for basic metals. Operating profit in 2005 was also
reduced by 0.2% due to acquisition integration charges of $4 related to the
|ntegrat|lon of Pigozzi.

On March 1, 2005, Pigozzi S.A. Engrenagens e Transmissdes, a Brazrllan
agrrcultural powertrain business that produces transmissions, rotors and other
drrvetrarn components, was acquired. This business had sales of $42 in 2004.

Automotrve
| 2005 2004 (Decrease)
Nt sales ‘ $1,733 S1742 (1%
Uperatlng profit 225 229 12%)
13.0% li]l.1 %

Osierating margin
: |

l |

Sales of the Automotive segment decreased 1% in 2005. The reduction in sales
reflected sales volume that was Iower by 2% in 2005, offset by a 1% increase
dueto forelgn exchange rates. Automotwe praduction in 2005 forrNAFfA was
fiat compared 10 2004, and in Europe decreased 2% from 2004. The change in
sales also reflected additional sales volume from the acqursrtrons in 2005 of

Trar:tech Holdmgs Inc. and Morestana S.A.deC.V, as described below

The 2% decrease in operating proﬁt in 2005 resutted from the reduct:on in sales
in 2005 costs incurred to start-up new facilities in Eastern Europe and to exit a
product ||ne and $4 of acquisiticn |ntegratlon charges related to the acoursmon
of Morestana described below. Uperatrng profit in 2005 was helped by contmued
productlvrty improvements, but was also hurt by higher prices patd primarily for
basic metals. Acquisition mtegratron charges related to the integration of
Morestana reduced operating margin by 0.2% in 2005.

On August 17,2005, Tractech Haldings, Inc., a manufacturer of specialized
dtfferentrals and clutch components ‘for the commercial and specialty vehicle
markets }Nas acquired. This business had sales of $43 in 2004.

|
On June 30,2005, Morestana S.A. de C.V., a Mexican producer of hydraulic
hfters for autamotive engine manufacturers and the automotive aftermarket,
was acqurred This business had sates of $13 in 2004.

Corporate \

Pension and other postretirement belnef t expense included in corporate
|ncreased to $120 in 2005 from $75 i |n 2004. The increase prrmarrly resulted
from the effeot of the lower drscount rates used in determining pensron and
other postretrrement henefit hahrlrtres at year-end 2004, coupled with the
impact of declmes during 2000 through 2002 in the market related value of

equity |nvestments held by Eaton's pensmn plans.

Other corporate expense-net in 20[)5[was $159 compared to $186 for 2004. The
reduction was largely attributable to a charge of $13 for contrlbutlons tothe
Eaton Chalrrtable Fund that was recorded in 2004, with no similar expense in 2005.




Ten-VEear Cansolidated Financial Summary
2006 2005 2004 2003 2002 2001 200l|] 1999 1998 1997

[Miltions except for per shae cata)
Conllnumg operations

Net salles $12.370 [$1.019 $49712 $7986 $7123 $7207 $8219 §$7915 §6276 $7019
Income before income taxes 989 988 768 492 384 262 537 929 602 713
Income after income taxes $ 92 % 799 $ 640 $ 375 § 271§ 158 § 353 3 593 § 421§ 545
Percent of net sales 7.4% 7.3% 6.6% 4.7% 318% 2.2% 4.3% 1.5% 6.7% 7.3%
Extraordinary item -
redemption of debentures (54}
Income {loss} fram discontinued
operations, net of incame taxes 38 ] 8 1 0 1 100 24 (7 {51}
|
Net income § 950 [§ 805 $ 648 8 386 § 281 § 169 $ 453 § 617 § 343 § 410
Net income per Common Share
assuming dilution .
Continuing operatians $ 597 [$ 519 § 407 $ 249 §$ 189 § 312 § 243 ¢ 402 § 290 § 329
Extraardinary iter | (.35}
Discontinued operations .25 .04 06 07 07 .08 69 16 {.20) (.32}

$ 622 [$ 523 § 413 $ 25 $ 195 § 120 $ 312 § 418 $ 240 § 262
Average number of Common Shares ‘

outstanding assuming dilution 1529 154.0 157.1 150.5 143.4 1410 145.2 1474 1454 156.4
Net income per Common Share basic
Continuing cperations $§ 607 |§ 532 $ 418 § 254 §$ 192 $ 174 §$ 246 § 409 § 295 § 335
Extraordinary item | (.35)
Discontinued operations 25 04 06 .07 07 08 170 A7 {.50) .33}

$ 637 |$ 536 $ 424 § 261 $ 199 $ 122 $ 36 $ 426 § 245 § 267

Average number of Common Shares i

outstanding basic 150.2 150.2 i53.1 1479 M2 1388 14|3.B 1450 1428 1536
Cash div;idends paid per Common Share $ 148 4$ 124 $ 108 § 92 § B8 § 83 % :.88 $ B8 § B8 § 86

Tatal ass:,ets $11.417 1310218 $9075 $8223 $7138 $7646 $81780 $8342 §5570 §$5497
Long-term debt 1774 1,830 1,734 1,651 1,887 2,252 2,447 1,915 1,191 1,272
Total debt 2586 2,464 1,773 1,953 2,088 2,440 3.004 2,885 1,524 1,376
Shareholders’ equity 4106 3,78 3,606 37 2,302 2475 2410 2624 2,057 2,01
Shareholders’ equity per Common Share $2807 [§$2544 $2352 §2037 $1630 §$1780 $1764 §$1772 $1434 $1386
Common Shares outstanding 146.3 1485 153.3 153.0 141.2 1380 136.6 148.0 1434 149.4
! |
Quarie r|y Data Quarter ended in 2006 duaner ended in 2005

Dec. 31 Sept. 30 June 30 Mar. 31 Dec. 31 Sept. 30 June 30 Mar. 31

i
lMiIIior]s except for per share data)
Continuing operations

Net sales $3.102 $£3115 $3.162 $2.991 $2817 $2,767 $ 2,808 $2627
Gross profit 802 802 874 842 775 784 788 736
Percent of net sales 25.9% 25.8% 21.6% 28.2% 275% 28.3% 78.1% 28.0%

Incame before income taxes 239 225 274 251 246 247 262 213

Income after income taxes $ ;m $ 213 § 242 $ 206 $ $ 197 $ 207 $ 184
Income (loss) from discontinued

operations, net of income taxes 35 1 2 {1} 2 Z 3
Net inct:Jme LY $ 248 § 253 $ 208 $§ 210 $ 199 $ 209 $ 187
Net income per Common Share assuming dilution

Continuing operations $ 158 $ 139 $ 163 $ 135 $ 139 $ 129 $ 13 $ 117

Discontinued operations 23 H 0 (.01} .01 02 02
| § 159 S 162 S164 $13 | $138 |$130 $13 § 11

Net income per Common Share basic

Continuing operations $ 162 § 142 $ 166 $ 137 $ 142 $ 132 § 138 $ 120

Discclmtinued operations .23 .0 M (.01} 41 02 02

$ 162 $ 165 3 167 $ 1.38 $ 14 $ 1.33 $ 1.40 $ 122

Cash dividends paid per Common Share $ 39 $§ 39 $ 35 § 35 $ 3 & 3 § 3t § 3
Market price per Common Share

Highj $78.38 $74.86 $78.89 $7329 $67.82 $67.55 $ 65.04 113

Low, 69.53 63.00 69.80 54.48 56.68 60.13 57.55 64.17

.J . .
Earnings per Comman Share for the four guarters in a year may not equal full-year earnings per share.
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